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FOREWORD

This book covers the full range of forms of doing business currently in current use. The presentation
format adopted, however, is different from others in that it employs a case study format. This allows an
investigation as to what specific form of organization is right for a particular company or client
situation. You will learn to evaluate whether a specific form of organization that is or was best at one
stage of an entities life is or will still be suited for changing circumstances. Anticipating future as well as
present needs of the business and its owners is what this course teaches and emphasizes.
We would like to thank James R. Hamill, CPA, Ph.D. of the University of New Mexico, Albuquerque,
NM, for writing this book.
We would also like to thank Peter Brophy, CPA, Yonkers, NY, for his technical review of the course on
which this book is based.

Mary Schantz
Vice President, Product Development.
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CHAPTER 1
GENERAL ENTITY CHOICE CONSIDERATIONS

OBJECTIVE
This chapter reviews the basic considerations applicable to the choice of entity decision. It should be read
as background for the future chapters. The case studies in this chapter focus on tax reasons why an entity
may be desirable. The situations illustrated in the case studies provide the opportunity to add value to the
client's business operations.

WHICH ENTITIES ARE AVAILABLE?
An entity is separate from the owners and is almost always respected as separate for both tax and nontax
purposes. This book evaluates the use of seven entities:
1.
A "regular” corporation is an entity formed under local law. For purposes of the tax
discussions in this book, it may also include an unincorporated entity that is classified as an
association under §7701(a)(3). A regular corporation is one that does not have a valid election in
effect under subchapter S.
2.
An S corporation is an entity formed as a
corporation under local law that has a valid election
under subchapter S. An S corporation must meet
eligibility requirements as specified in §1361(b) and
must have an election that complies with the
requirements of §1362. Unincorporated entities that are
treated as associations under §7701(a)(3) are eligible to
make an S election provided the eligibility requirements
of §1361(b) are otherwise satisfied.
3.
A Professional-service corporation (P.C.) is
formed under state law. Before P.C. statutes appeared
beginning in the 1960s, professionals were not
permitted to incorporate because public policy
considerations suggested that professionals not be able
to limit their liability for acts of professional
misconduct. Professionals sought the corporate form
because the retirement benefits available for corporate
employees were superior to those available to partners

Corporations must be formed to
comply with state law require
ments. Such requirements are gen
erally quite easy to satisfy, but a
corporation cannot be "informally"
created as can a general partner
ship. Corporations generally protect
shareholders from liabilities of the
corporation, although closely held
corporations might not be able to
borrow
without
the
personal
guarantee of one or more share
holders.
Corporations will also
survive the death of one or more
owners, and ownership interests are
freely transferable unless restricted
by agreement.
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or sole proprietors.1 Professional corporations do not generally offer any liability shield for acts of
professional misconduct, although the owners may be able to limit their liability to their own acts
and the actions of those directly under their control, avoiding the vicarious liability of a general
partnership. PCs may elect to be S corporations if they otherwise qualify.
4.
A General partnership is a partnership in which all of the partners are general partners.
General partners are jointly and severally liable for debts of the partnership. Thus, a general
partnership does not shield its owners from liabilities of the entity. Although it is best to have a
formal partnership agreement, a general partnership may be created quite informally and need not
have a written agreement. The Uniform Partnership Act defines a partnership as "an association of
two or more persons to carry on as co-owners of a business for profit," with a business defined to
include "every trade, occupation, or profession." Thus, the partners need not refer to the entity as a
partnership if they satisfy the requisite motive of carrying on and dividing the profits from a
business.2
5.
A Limited partnership is a partnership in which at least one of the owners is a limited
partner and at least one owner is a general partner. Limited partners are generally liable only for any
amounts that they have agreed to contribute to the entity under the certificate of limited partnership.
To obtain this liability protection, limited partners must not participate in management of the
partnership and must have on file with the appropriate state agent a certificate of limited
partnership. For this reason, it is a more formal process to create a limited partnership than a general
partnership.

6.

A Limited Liability Company (LLC)

is an entity created under state law. Currently,
all states either have an LLC statute or have such
legislation pending, although professionals may
not be able to operate in the LLC form in all
states. Members of a limited liability company
are generally liable only for amounts contributed
to the entity. However, professionals operating
in the LLC form will be liable for their own acts
of misconduct as well as the actions of anyone
under the control of the LLC member. However,
there is no vicarious liability as is the case with

Limited liability companies are not
corporations under state law, although they
offer similar liability protection for their
owners. However, LLC statutes require a
formal process of creating the entity. Many
newspapers that list new incorporations in
the state make no distinction between
corporations and LLCs. There is, however,
a legal distinction between the two entities.

1 The 1982 Tax Equity and Fiscal Responsibility Act (TEFRA) created rough parity between corporate and
noncorporate pension plans. Corporate benefits were superior to noncorporate benefits in the 1960s, creating incentives for
professionals to lobby state legislatures to permit a corporate form that did not violate public policy.
2

Section 7701(a)(2) contains a similarly expansive definition, to include a “syndicate, group, pool, joint venture or
other unincorporated organization, through or by means of which any business, financial operation, or venture is carried on, and
which is not, within the meaning of this title, a trust or estate or a corporation; and the term ‘partner’ includes a member in such a
syndicate, group, pool, joint venture, or organization.” Thus, the term that the owners attach to the entity are not controlling.
Final regulations issued under § 7701 and effective January 1, 1997 would allow the owners to elect to treat an unincorporated
organization (with at least two members) as an association or a partnership.

2

GENERAL ENTITY CHOICE CONSIDERATIONS

3

general partners. LLC members may also agree to assume liability outside of the operating
agreement, such as occurs when one member guarantees a debt of the LLC. LLCs are still relatively
young entities and some practitioners are wary of them because of limited familiarity. This
cautiousness is not without reason — corporations and partnerships have been in existence for a
long time and state courts established a body of conflict law for such entities that does not yet exist
for LLCs.

7.

A Limited Liability Partnership (LLP) is currently an option in most states.4 LLPs are

more readily available for professionals, and an existing general partnership may convert to an LLP
with minimal paperwork in most states. The LLP offers partners with liability protection similar to
that of limited partners with the ability to participate in management. In many states, the liability
protection does not extend to contract claims against the entity and general tort liability, although
partners do have vicarious liability protection for acts of professional misconduct.5 LLPs are basically
partnerships for state law purposes, which offers two advantages. First, as mentioned above, it is
generally quite easy to convert an existing state law partnership to an LLP. (In contrast, conversion
of a state law partnership to an LLC would require termination of the partnership and creation of a
new LLC). Second, existing state law interpretations of conflict law in partnerships should apply to
LLPs, providing a greater degree of certainty with respect to potential legal conflicts than would be
the case with LLCs.

WHY USE AN ENTITY?
Before considering which of the available entity choices would be most appropriate for a particular
situation, it is first necessary to ask, why is a separate entity desirable? The most simple form of
conducting a business or investment activity is the sole proprietorship. However, the vast number of
businesses operated in some other form suggests that the proprietorship may be too simple to satisfy the
goals of a particular situation.
Among the reasons to use a separate entity are:
1.
More than one owner is desirable or necessary. A proprietorship, by definition, has only
one owner. Entities may have more than one owner, although many corporations in the U.S. have
only one owner, and LLCs formed in certain states may have only one owner. Nonetheless, if there
is to be more than one owner, a separate entity is a necessity.6

3 Vicarious means performed or suffered by one person for the benefit of another. For example, if a friend travels to
Europe, we may ask him or her to describe the trip in detail so that we may experience the trip vicariously. In the context of
personal liability for acts of professional misconduct, vicarious liability means liability that arises from the actions of another.
Because general partners have joint and several liability, the misconduct of one partner may cause other partners who had no
direct responsibility for that misconduct to nonetheless be liable for the consequences of the act.
4 Individual state statutes should be checked for current state law relating to LLPs.
5 LLCs generally do offer protection from contractual and general tort liabilities of the entity.
6 A husband and wife who own a business may use the proprietorship form. However, if a separate entity is desired,
and if that entity requires more than one owner, a husband and wife may be considered as separate owners for state law purposes.
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2.
Separation o f Ownership from Control. In some cases, it may be desirable to have investors
who have ownership stakes in a business but who have no management authority. An entity may be
used to establish the rights of the parties consistent with the objective of separation of ownership
from control. For example, the shareholders of a corporation need not participate in management.
Corporate officers are generally vested with the responsibility of managing day-to-day affairs of the
corporation, and the Board of Directors is charged with the responsibility of managing long-term
affairs of the corporation. Similarly, limited partners do not participate in management because to
do so would risk loss of their protected status as limited partners. Members of an LLC may be
designated as managing or nonmanaging members.

An entity may allow for multiple classes of
ownership rights with different voting rights
and different rights (or priority) to distri
butions. Of course, S corporations limit such
differences because of the requirement that
there be only one class of stock.

Liability protection must be carefully exam
ined with the assistance of an attorney. Certain
risks may not be avoided (for example,
contract risk in an LLP or protection from
creditors who demand personal guarantees),
and risks may be best protected against in
some way other than choice of a particular
entity (such as by insurance). Also, loss of all
of an entrepreneur's investment capital is itself
a devastating occurrence.

3.
Ease o f Raising Capital. Because an entity
allows for separation of ownership and control,
investor capital may be raised by selling interests in
the entity. Generally, corporate stock or limited
partnership interests can be sold because they permit
passive investment and limit investor's liability.
However, LLCs may also be used, with an operating
agreement that designates a member manager and
nonmanaging members.
4.
Protection from Liabilities. Perhaps the single
reason most often cited for use of an entity is
protection from liabilities. Corporations, limited
partnerships, LLCs, and LLPs may be used to shield
owners from liability. However, some liability pro
tection may be illusory if, for example, outside cre
ditors demand and obtain personal guarantees from
the owners. Similarly, for whatever amounts have
been contributed to the capital of the business, they
are subject to the business risk of loss of capital.
Finally, the availability and cost of insurance as an
option should be evaluated before the entity choice is
determined solely because of liability concerns.

CASE STUDIES
The seven case studies in Chapter 1 illustrate the use of an entity to achieve some result that could not be
obtained without an entity.
These case studies illustrate situations in which a practitioner may suggest the use o f an entity when the
client would not be expected to see a need fo r one. That is, if a client proposes to operate a particular
business, the choice of entity question often arises in the client's mind. The situations illustrated in these
case studies are less obvious and provide the opportunity to add value to the client's business operations.
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CASE STUDY 1-1: CREDITOR PROTECTION STRATEGIES
Facts:
The Richards family has a variety of real estate holdings. One of the children has encountered some
financial difficulties and is concerned that his share of the family's real estate holdings may be subject to
the claims of creditors. The family has approached you to discuss methods of protecting the assets of this
family member.
Discussion:
[The discussion below involves significant legal issues that are not within the expertise of a CPA.
Before implementing the suggestions made in this case study, legal counsel should be consulted].
A limited partnership may be an effective method of guarding the assets of the family member to the
greatest extent that such protection may be available. The family member should transfer his assets to a
limited partnership in exchange for a limited partnership interest. [Note that not all family members have to
make such a transfer]. If the creditors of the limited partner seek to obtain the assets represented by the
limited partnership interest, two things that could generally occur are
1.
If the limited partner is willing to assign his interest to the creditor, the partnership
agreement should state that an assignee of a limited partnership interest does not become a partner
without the consent of all of the other partners. The assignee would then not obtain all of the rights
of a partner.
2.
If the limited partner is not willing to assign his interest, the creditor would be limited to
obtaining a court-ordered "charging order." Such an order would direct the partnership to distribute
to the creditor any distributions that would have been made to the limited partner. The creditor
holding a charging order may be taxed on any income allocable to the limited partnership interest.
Because the creditor is subject to income tax on distributive share items, but cannot receive any
distributions unless the general partner(s) chooses to make such distributions, the creditor may be
more likely to negotiate a settlement of the debt with the limited partner.
The use of a limited partnership for the purpose of asset protection is a legal issue that requires the
assistance of an attorney. This case study is not intended to provide legal advice, but is instead the
presentation of a commonly used idea for asset protection. It is also necessary to note that a transfer to a
limited partnership that occurs when the creditor is about to attach the property transferred to the
partnership may well be voided as fraudulent. A transfer may be deemed fraudulent if it is made with the
intent of delaying, hindering, or defrauding the creditor.
Use of a limited partnership as an asset protection device may be very effective, however, if it is done
before the transferor is insolvent or in financial distress. This is because the transfer may run afoul of a
fraudulent conveyance statute and the transfer may then be set aside.
5
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CASE STUDY 1-2: PROTECTING UTMA ASSETS FROM A MINOR CHILD
Avoiding Transfer o f Assets to a Minor Following Termination o f a UTMA Transfer
Transfers under the Uniform Transfers to Minors Act (UTMA) will allow a parent to
qualify a transfer to a minor child for the present interest annual exclusion from the gift tax
and to also shift any income from transferred property to the child. However, the child
receives the property upon attaining the age of majority, which is usually eighteen or
sometimes twenty-one. It may be possible to use a limited partnership to avoid a transfer of
UTMA assets to the child upon majority.
Facts:
Hank Goiter transferred $200,000 to his minor child Jeff under the Uniform Transfers to Minors Act
(UTMA). Under controlling state law, Jeff will acquire all of the custodial assets when he reaches age 18.
Jeff is currently age 15 and has had some substance abuse problems. Hank is becoming increasingly
concerned about Jeff acquiring substantial assets in three years. Hank's brother (Jeff's uncle) is the
custodian. Hank wisely chose someone other than himself to be the custodian because if Hank were named
custodian he would have all custodial assets included in his gross estate if he died before the custodianship
terminated. This is because the retained right, as custodian, to determine the enjoyment of the UTMA
assets will trigger inclusion under §2038 if Hank dies during the term of the custodianship. Section 2036
may also require inclusion of the custodial property in Hank's estate.7
Discussion:
[The discussion below involves significant legal issues that are not within the expertise of a CPA.
Before implementing the suggestions made in this case study, legal counsel should be consulted].
Lifetime gifts of money or property to minor children can be an effective method of reducing the donor's
estate by taking advantage of the present interest annual exclusion from the gift tax. However, qualifying
the transfer for a present interest requires some planning. A UTMA transfer will qualify for the annual
exclusion even though the child cannot obtain enjoyment of the property until the age of majority.
Although the UTMA is quite simple to deal with, it has the disadvantage of placing assets in the hands of a
child at a relatively young age.
Hank's problem with Jeff is not uncommon. Many parents who made UTMA transfers when their
children were quite young and seemingly innocent becom e concerned about what the child might do
with the assets after attaining the age of majority. Years ago newspapers had a story about a 21 year
old who acquired $2 m illion from a trust established by his parents, and who then spent all of the
funds within three weeks of receipt.
7 See Estate o f Russell H. Varian, 22 AFTR 2d 6022 (9th Cir. 1968).
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It may be possible for Hank to establish a
family lim ited partnership to solve his problems
with J e f f 's impending attainm ent of the age of
majority. Hank's brother, as custodian under the
UTMA, would have the authority to transfer the
custodial assets to the partnership in exchange
for a lim ited partnership interest. This transfer
would represent an investm ent of the custodial
assets, which is within the powers of a UTMA
custodian. Hank would also transfer substantial
assets in exchange for a general partnership
interest. Hank would then have the continued
authority to control the assets that would have
passed directly to Jeff at age 18. Jeff will, of course,
acquire the limited partnership interest at age 18.
However, Jeff would be quite restricted in his
ability to realize cash from the investment.

Variation of this fact pattern — The fact pattern
involves a UTMA account that has already been
established, with the focus on how to minimize
Hank's concerns. A family limited partnership may
be a wise choice at the time that the custodianship
is first established. Rather than transferring assets
directly to the custodianship, the family could first
transfer assets to a limited partnership and then
transfer the limited partnership interests to the
custodianship. When the child reaches the age of
majority, he or she will receive a limited partnership
interest. This technique would avoid any risk that
the custodian has breached a fiduciary duty by
transferring assets held in custodianship into a
limited partnership.

It would be necessary for Hank's transfer to the partnership to be substantial to minimize the risk that Jeff
may charge his uncle with a breach of his fiduciary duty as a UTMA custodian. The custodian has a duty
to administer the custodial property in the best interests of Jeff. There are two reasons why a breach of
fiduciary duty would not be expected to be a significant concern under these facts:
1.
Jeff may not know that the funds exists or, if he does know, he may not be aware of the
exact form in which the assets are held. When he receives a limited partnership interest at age 18,
he would be expected to be quite grateful and not seeking to file a claim against his uncle.
2.
The custodian has a duty to invest assets in the best interests of the minor. Given the facts of
this case study, it may readily be argued that it is not in the best interests of the minor to receive
substantial assets at age 18. Because the child has substance abuse problems, a custodian could
argue that it would be a breach of fiduciary duty to not take some actions to protect the assets from
the minor's immediate possession at age 18.
If the client lives in a state that has adopted the UTMA, a limited partnership interest should be a
permissible investment in the custodianship. It is possible that states that are under the Uniform Gifts to
Minors Act (UGMA) may not permit a limited partnership interest to be held in a UGMA custodianship.
Securities may be held in the UGMA, and if the limited partnership interest may be freely transferred, it
should qualify as a security and thus be a permissible UGMA investment.8 This issue must be considered in
consultation with an attorney familiar with local law.

Under pre-1997 tests for association status of a limited partnership, free transferability of interests was a potential
concern. However, following the issuance of final §7701 regulations effective January 1, 1997, the risk of association tatus
disappears because the entity may simply be a partnership by filing a Form 1065.
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CASE STUDY 1-3: CHANGING THE SITUS OF REAL PROPERTY
Shift the Situs o f Real Property
Real property is subject to the laws of the situs jurisdiction. Personal property is subject to
the laws of the jurisdiction in which the owner is domiciled. If it is preferable to shift the
situs of real property, a transfer of that real property to an entity in exchange for an interest
(which is personal property) may achieve this objective.
Facts:
Heidi is a real estate investor who has land holdings in five western states. Heidi has learned that her
resident state has more favorable creditor protection than the other states in which her real property
investments are located. Heidi has also planned to give her three children whatever property she holds at
her death, and she would like to avoid probate in all of the states in which she owns land. Heidi is married
and has made separate provision for her husband.
Discussion:
[The discussion below involves significant legal issues that are not within the expertise of a CPA.
Before implementing the suggestions made in this case study, legal counsel should be consulted].
The situs of real property is determined by where it is located. The situs of personality is determined by
reference to the residence of the owner.
Heidi may consider establishing a partnership or LLC in her home state to hold all of her real property.
Because a partnership or LLC interest is personal property, the laws of Heidi's home state will control the
partnership or LLC interests. Thus, Heidi may change the jurisdiction of the real property for creditor
protection purposes. At her death, the children will receive partnership interests and there will be no need to
probate her will in the other states. Heidi's husband could be the other partner or LLC member, or she could
establish limited partnership interests when the entity is formed and begin a program of giving interests to
the children.
The entity may achieve some tax result that could not otherwise be obtained. Although there may be many
examples of use of an entity to achieve a tax benefit, the following case studies to illustrate tax benefits
available through use of entities.
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CASE STUDY 1-4: MINIMIZING RISK OF DEALER STATUS
Facts:
Jackson Bullock owns 104 lots in an area of town known as Deep Forest. Jackson purchased the lots
approximately four years ago at a cost of $4 million. Deep Forest is currently being developed for single
family housing and Jackson has learned that he can sell the lots for an average price of $100,000. Thus, he
anticipates a total sales price of $10.4 million, although it is clear that it will take approximately three years
to sell each of the lots individually. Jackson has not engaged in any previous real estate sales or
development activity. Many of the lots are contiguous and he did incur some costs to subdivide several
tracts. He has not engaged in any sales activities to date.
Discussion:
Jackson's anticipated profit from the sale of lots ($6.4 million reduced by costs of sale and subdivision costs
already incurred) will very likely be classified as ordinary income if he sells 104 individual lots over a
three-year time period. Jackson will then pay a 39.6% tax rate (not to mention state tax) on all gains. He
will also be ineligible for a like-kind exchange if he wants to defer any of the gain.
The reason for the above conclusions is that Jackson will be deemed to have held the property as a dealer
rather than as an investor. Section 1221(1) defines a capital asset by exclusion, providing, in part, that a
capital assets shall not include any property "held primarily for sale to customers in the ordinary course of a
trade or business." Section 1231(b)(1)(B) similarly excludes from the definition of a §1231 asset any
property held primarily for sale to customers in the ordinary course of a trade or business. Thus, if Jackson
is found to have held his lots for that prohibited purpose, any gain from the sale of the lots cannot be either
capital or §1231, and will instead be ordinary income.
Section 1031(a)(2)(A) denies like-kind exchange treatment to the sale or exchange of any property that is
held for sale.
Whether a taxpayer has held real property primarily for sale to customers in the ordinary course of a trade
or business is a factual question.9 The courts have applied a "factor" test to determine whether the requisite
motive has been met, and the frequency and continuity of sales has often been regarded as the most
important factor in determining the purpose for which property has been held.10

9 See Byram, 705 F.2d 1418 (5th Cir. 1983).
10 See Biedenharn Realty Co., 526 F.2d 409 (5th Cir. 1976).
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If Jackson attempts to sell 104 lots over a three-year period, it is quite likely that he will be regarded as a
dealer under the factor tests developed by a variety of courts.11 In contrast, if Jackson could sell all of his
lots in a single transaction, it is likely that he will be regarded as an investor. This is so because he would
have a four-year holding period when no sales occurred (which strengthens his appearance as an investor)
and he will have neither frequent nor continuous sales activities. He will also have limited sales efforts for a
single sale, which is another important factor in dealer-investor classification.
Jackson's problem, of course, is locating a buyer for a single sale. Another problem is that a buyer in bulk
will discount the price paid for the lots so that a profit can be realized from the sales activities to individual
buyers. Jackson can solve both of these problems by employing the following strategy:
1.
Jackson should form a new corporation in which he owns 100% of the stock. The
corporation should make a timely S election to avoid two levels of tax.
2.
Jackson should sell his 104 lots to the corporation for a price less than the $100,000 per lot
that can he realized from individual sales over a three-year period.
3.
The corporation should then sell individual lots over a three-year period at $100,000 per lot.
The corporate profits will be ordinary income because the corporation will be a dealer.
Jackson should qualify as an investor when he sells all lots in a single transaction. It matters not that he is
selling to a controlled corporation. It is important to note that he cannot sell to a controlled partnership,
including an LLC that is taxed as a partnership. Section 707(b)(2) states that any gain realized from the
sale of property between a partner and a controlled partnership (one that is owned, with attribution, more
than 50% by the seller) will be ordinary income if the property is not a capital asset in the hands o f the
partnership. The 104 lots would not qualify as a capital asset to a partnership formed for the purpose of
selling those lots. Thus, Jackson's gain from a sale to a controlled partnership would be ordinary and
nothing would be accomplished by creating the entity.

Where does the money come from? Ideally, it should be a cash sale, including one financed by a thirdparty lender. However, that failing as a possibility, it could be a seller-financed transaction. Section 351
treats stock as the only permissible consideration. Thus, receipt of a security issued by the corporate
purchaser will still allow gain to be recognized, which gain should be capital for the reasons explained in
this case study. Gain from a seller-financed sale should be eligible for installment reporting under §453.

11 The dealer-investor issue has been one of the most frequently litigated areas of tax law and there are no clear
guidelines distinguishing a dealer from an investor. This case study makes no effort to delve into the depths of analysis required
to properly reach a conclusion of Jackson's status. The purpose is to address how Jackson can dress up his facts to improve his
chances of achieving investor status.
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Other Uses of this Strategy:
1.
If the property to be sold is depreciable,
it may still be sold to the corporation.
However, the seller must own no more than
50% of the corporation to avoid §1239. Thus,
some of the development profit must be shared
with an unrelated party.
2.
The gain realized from the sale to the
corporation should be eligible for deferral
under §1031. A tax deferred exchange will
allow the taxpayer to maximize sale proceeds
available for reinvestment in real property. The
sale could be structured to qualify for a
forward deferred exchange as provided in
§1031(a)(3) and the regulations promulgated
under that provision.

Section 707(b)(2) does not apply to a corporation
(be it an S corporation or a C corporation).1213
However, §1239 does apply. Section 1239 treats
as ordinary income, and not as capital or §1231
gain, any gain realized from the sale of
depreciable property to a controlled corporation
or partnership.13 Because the lots held by Jackson
are not depreciable, this provision does not apply.
Thus, the gain from the sale to the corporation
should be capital.
It is important to avoid attempts to receive too much
advantage from the strategy of selling to a controlled
corporation. For example, it is tempting for the
taxpayer to sell to the corporation for $10.4 million,
the expected sales price of all of the individual lots,
so that the corporation has no ordinary income to
report. Because the corporation is regarded as a third
party with respect to the taxpayer, the sales price
should be set at whatever price would be reasonable
for a bulk sale to a third party.

12 Section 707(b)(2) also does not apply to an LLC that has elected to be an association. However, this exception is
expected to be of limited utility in implementing the idea suggested by this case study.
13 Section 1239(c)(1)(B).
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CHAPTER 1

CASE STUDY 1-5: SELLING A PRINCIPAL RESIDENCE
TO A CONTROLLED ENTITY
Facts:
Ben and Jeri Eiscreme purchased their first home for $100,000. Ben and Jeri have listed the home for
$165,000 on the recommendation of a local real estate agent. Due to a job transfer, Ben and Jeri were
forced to vacate the home and move to a new city, where they purchased a new home in late 1995 for
$212,000. To defray the costs of carrying two residences, Ben and Jeri rented the former residence on a
month-to-month lease while they continued attempts to sell. The home has been on the market for 26
months in total, and it is now 23 months after Ben and Jeri purchased their new home. Ben and Jeri
understand that (under §1034) they must sell the former home within the next month to defer the (expected)
$65,000 gain.
Discussion:
The facts of this case study may be used to discuss several ideas involving a sale of a principal residence to a
controlled corporation. Because Ben and Jeri acquired a replacement residence prior to August 5, 1997, they
may elect to use §1034 as it existed prior to repeal by the 1997 Taxpayer Relief Act. Alternatively, they may
use new §121, which may allow them to exclude the gain from the sale of their former residence. Section 121
requires that the taxpayer has owned and used property as a principal residence for two of the five years before
the sale. Thus, if the home is sold within the next 13 months (Ben and Jeri vacated the residence 23 months
ago — a sale within the next 13 months will still allow them to meet the “two of five test”), Ben and Jeri
could exclude the expected gain. Alternatively, they could use former §1034 to roll the gain into the
replacement residence. We will begin by illustrating how former §1034 could be used with a sale to a
controlled corporation. We then consider a sale to a controlled entity using new § 121 to exclude the gain.
For purposes of this part of the discussion, it will be assumed that Ben and Jeri have properly taken all steps
to preserve the status of the former residence as their principal residence for purposes of §1034. Generally,
rental of a former principal residence before its sale will not prevent the taxpayer from using the benefits of
§ 1034 provided the taxpayer continues efforts to sell the home and the rental is only temporary.14
Ben and Jeri should immediately (before the 24-month replacement period expires) take the following actions:
1.
Form a new corporation owned 100% by Ben and Jeri. The corporation should make a
timely S election to avoid two levels of tax. This entity may also be an LLC, although the remainder
of the discussion will refer to an S corporation.
2.

Sell the former residence to the new corporation for fair market value.

14 See Bolaris, 81 TC 840 (1983) for a discussion of how to preserve the status of a principal residence during a
temporary rental.
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The (assumed) $65,000 realized gain from the sale to
the controlled corporation may be "rolled" into the
new residence using §1034. While this may appear
surprising, the IRS has so ruled in Letter Ruling
8350084 and Letter Ruling 9625035.

The result of this strategy is that the twoyear time period under §1034 should never
be a practical constraint on use of §1034.

Note that the corporation will have a cost basis of $165,000. If the corporation later sells the home,
regardless of when that sale may occur, the only gain that will be recognized will be any appreciation that
occurs after the sale to the corporation. If the corporation continues to rent the residence, it will have a
higher depreciable basis.
A few "loose ends' should be mentioned to clarify use of this strategy:
1.
While the IRS concedes that §1034 may be used to defer the gain from the sale to the
controlled entity, it also contends that §1239 will result in future gain recognized from the sale of
the new home being treated as ordinary income. Section 1239 characterizes gain as ordinary, and
not capital or §1231, when depreciable property is sold to a controlled entity. In the above example,
any part of the $65,000 gain that is recognized from the sale to the controlled entity would be
ordinary. Because §1034 allows this gain to be deferred, the IRS contends that the first $65,000 of
gain ever recognized from the sale of the new home will be ordinary. There is no explicit authority
for the IRS view. Also, the use of §1034 or §121 (one-time $125,000 exclusion), or both, may
avoid the need to ever deal with this part of the IRS ruling.
2.
The transaction should be clearly documented as a sale, with an appraisal obtained and
preferably, outside financing. With respect to seller-financing, see the discussion in the text box in
Case Study 1-4.
3.

Unlike Case Study 1-4, the sale may be to a corporation or an LLC.

Sales to Controlled Corporations and §121: For sales of a principal residence after May 6, 1997, §121
allows a $500,000 exclusion for taxpayers such as Ben and Jeri (married filing a joint return, provided both
meet the use test for two of the five preceding years and one meets the ownership test for the same period).
Taxpayers may seek to use the approach described in this discussion, and approved by the IRS in Letter
Rulings 8350084 and 9625035, to take advantage of the exclusion.
Assume that Ben and Jeri want to rent their former residence. A sale to a controlled corporation (or LLC)
may permit a basis adjustment to the amount of the sales price ($165,000) at no tax cost because of the
exclusion. Ben and Jeri would not need to reinvest sales proceeds if the sale occurred after May 6, 1997.
The same cautions discussed above regarding the need to clearly document the transaction as a sale would
apply to such a sale.
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CASE STUDY 1-6: VALUATION DISCOUNTS USING PARTNERSHIPS
Facts:
Grandma Roses, a widow, owns real property valued at $2 million, which is appreciating at the rate of 8%
per year. Grandma would like to give some of the property to her children and some to her grandchildren.
She wants to minimize the gift and generation-skipping taxes that would be due on such transfers. She also
wants to continue to control the property until her death.
Discussion:
Grandma Roses should consider creating a family limited partnership to hold the real property. Grandma
could continue to control the property by retaining a general partnership interest. By transferring limited
partnership interests to the children and grandchildren, she should qualify for valuation "discounts” for
purposes of the gift and generation-skipping (for transfers to the grandchildren) transfer taxes, and she
could also take advantage of the annual exclusion.15
Family limited partnerships (FLPs), so-called because
There really is no ’’discount” when an FLP
the partners are members of the same family, have
is used. The asset transferred to the FLP is
long been used for business and tax purposes.
"repackaged" in a form that is less valuable to
Because limited liability companies (LLCs) are a
a
third party, and thus is less valuable for
relatively new invention of state law, they have
transfer tax purposes. Thus, any "discount" is
attracted less attention by tax advisors seeking
quite real and not illusory. Nevertheless, the
valuation discounts for their client's assets. An
box on Form 709 asking whether a valuation
increased understanding of the LLC and the longdiscount was claimed should be checked.
awaited issuance of proposed regulations permitting
unincorporated entities with at least two members to
be classified as a partnership for federal income tax purposes may enhance the use of the LLC as an estate
planning tool. However, whether the CPA recommends use of an FLP or an LLC, it is essential to
document a business purpose for creating the entity.
When assets are transferred to an FLP, it is often stated that a valuation discount may be obtained. For
example, if Grandma transfers $2 million of real property to an FLP and gives a 30% interest to one child,
the child's interest will be valued at less than 30% of $2 million, perhaps 35 to 50% less. Technically, there
is no actual "discount" in the value of the child's interest — it is worth fair market value. However, the
inability of the child, as a limited partner, to control the property, to sell his partnership interest, or to
compel a liquidation of the partnership with a distribution of the child's share of the property, will mean

15 See Harwood, 82 TC 239 (1984), aff'd 786 F.2d 1174 (9th Cir. 1986); Knott, TCM 1988-120; and Moore, TCM 1991546, for examples of cases that held that discounts permitted for stock in closely held corporations apply to partnerships as well.
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that a willing buyer would pay less than $600,000 for the interest. Grandma may then continue to control
the property, shift any appreciation attributable to the child's interest out of her estate, and also obtain a gift
tax valuation for the child's interest that is less than the net asset value represented by that interest.
LLCs, formed before 1997, like FLPs, must have been structured to have no more corporate characteristics
than noncorporate characteristics if the entity was to be recognized as a partnership for federal income tax
purposes. Two of these corporate characteristics are free transferability of interests and continuity of life.
Both FLPs and family LLCs generally sought to avoid free transferability of interests so that ownership
interests cannot be transferred outside of the family without majority consent. An LLC could avoid the
corporate characteristic of free transferability if members owning more than 20% of the interests could not
confer full ownership rights on a transferee without majority consent of the LLC members. Continuity of
life can be avoided by requiring majority approval for continuation of the entity following certain
dissolution events such as the death, insanity, bankruptcy, retirement, resignation, or expulsion of a
member-manager. Entities formed before 1997 will continue to use the same classification that they
claimed as of December 31, 1996, unless they lacked a reasonable basis under the pre-1997 rules.

A significant issue to address when suggesting
use of an FLP or LLC is which assets should
be placed into the entity. Regulations issued in
January 1995 suggested that the IRS may
challenge the use of FLPs purely for invest
ment assets, such as marketable securities, life
insurance policies, or a vacation home. The
examples that supported such a challenge were
removed from the regulations, but IRS officials
have made it clear that they will challenge
inappropriate use of the partnership form,
including attempts at valuation discounts. A
business purpose for the transfer of assets to
the FLP or LLC is essential to successfully
using these entities for transfer tax savings.

The importance of the association test for FLPs and
LLCs formed after 1996 has disappeared effective
January 1, 1997. The IRS issued regulations that
provide a default rule that an unincorporated entity
with at least two members will be a partnership. The
enactment of these regulations may provide an
impetus for states to permit LLCs to provide for less
flexibility to dissolve the entity upon a dissolution
event, thereby creating the corporate characteristic of
continuity of life. Such a change may increase the
discount available for a LLC interest because the
member's right to dissolve the entity and receive
assets is reduced.

The CPA, generally with the assistance of an
attorney, should carefully document the business
purpose for transfer of assets to a FLP or LLC. Proper
management of family assets, including liability protection, centralized management and retention of assets
within the family, and involvement of children in a family enterprise may be business reasons for the
transfer. Protection from creditors, who may be limited to obtaining a charging order against a limited
partnership interest, may also be an important reason for the transfer. Consolidation of control over assets
and avoidance of ancillary probate for out-of-state real property holdings may also be a reason for use of a
FLP or LLC. These reasons may apply to marketable securities as well as to business assets. However, it is
important to avoid use of a FLP or LLC solely to obtain a valuation discount when no business reason for
the transfer of assets can be justified.
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CHAPTER 1

CASE STUDY 1-7: ACQUISITION OF CORPORATE STOCK
AND SECTION 338
Facts:
Joe W ilson is interested in acquiring 100% of the stock of Keller Industries in a taxable stock
purchase for $5 million. The basis of Keller's assets is $2 million. Keller is owned by Mega
Industries. M ega's basis in the K eller stock is also $2 million. Joe wants to acquire Keller's stock
rather than its assets because K eller has valuable intangibles that would disappear if the separate
existence of Keller disappeared (or if Keller remained as a separate company owned by M ega
following an asset purchase, the intangibles would remain with Keller). However, Joe wants the
basis of Keller's assets to be adjusted to the $5 million that he intends to pay.
Discussion:
Joe's basis in the Keller stock will be the $5 million consideration paid to acquire it — the basis of Keller's
assets will not change because Joe has not purchased (except indirectly) the assets.
Section 338(h)(10) may provide a solution to Joe's basis problem. However, Joe will have to form a regular
corporation to purchase the stock of Keller. The discussion which follows will review the basics of this
election. The terms "Target," "Old Target," and "New Target" will be used instead of Keller to be
consistent with the language used within §338. It should be understood that "Target" refers to Keller.
A §338 election generally allows the purchaser of
The election to treat a stock purchase as an
stock to treat the acquisition as a purchase of assets.
asset purchase is available only if the
The deemed asset purchase occurs through a tax
purchaser is a corporation. Joe could take
fiction in which the Target corporation (referred to
advantage of this election if he first forms a
as "Old Target") is deemed to sell its assets to a
corporation to be the acquiring entity.
fictitious new entity referred to as "New Target."
The deemed sale occurs at the end of the acquisition
date of target's stock, which occurs when the
acquiring corporation acquires at least 80% o f the voting ownership and value o f the target
corporation. Old Target recognizes gain on the deemed sale under the provisions of §336 and is
deemed to liquidate. New Target then acquires a cost basis in the assets deemed to be acquired,
with cost determ ined under a form ula that includes the purchase cost of Target stock and the
liabilities of Target, including the tax liability created by the election. Tax attributes of Target
disappear with the deemed liquidation. This transaction is a fiction for legal purposes, as Target
actually remains in existence in accordance with the form of the transaction as a stock purchase.
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A §338 election is generally ill-advised after the
1986 Tax Reform Act unless Target has net
operating losses that can shield the gain on the
deemed asset sale. However, a §338(h)(10) election
is commonly used. The §338(h)(10) election
requires that the Target be a member, but not the
common parent, of an affiliated group filing a
consolidated return. If the parent corporation sells
the stock of the Target to another corporation, a
§338(h)( 10) election is possible.

Although §338 elections are generally illadvised, §338(h)(10) elections are still quite
viable. The Target must be a member, but not the
common parent, of an affiliated group of
corporations. [Note: The Target may also be an S
corporation, although that issue is not relevant in
this case study].
The purchaser must be a
corporation.

Without the election, the selling consolidated group will report a gain or loss from the sale of Target stock.
The acquiring corporation will obtain a cost basis in the acquired stock but there will be no change in the
basis of target assets. The purchaser could make a §338 election, but the election would trigger a taxable
gain on the deemed asset sale.
To avoid two levels of tax, the selling consolidated group could join with the purchasing corporation in
making a §338(h)( 10) election. The election will create the following tax fiction: Old Target sells its assets
to New Target at the close of the acquisition date and when Old Target is part of the selling consolidated
group. Old Target then liquidates into the parent using §§332 and 337, which allow a subsidiary to be
liquidated into the parent without any tax paid by either party.
The result of the election is that the New Target, owned by the purchasing corporation, has a cost basis in
its assets. The selling consolidated group reports a gain from the sale of Old Target assets, and no gain from
the sale of the stock. Old Target tax attributes survive within the selling consolidated group and are not
subject to §382 limitations. New Target is a newly formed entity for tax purposes, with no tax attributes.
The 338 (h)( 10) election permits an asset basis adjustment with only one level of tax. To be eligible for the
election, the purchaser of the stock must be a corporation.
The election is made jointly by the purchasing corporation and the selling consolidated group on
Form 8023, generally on or before the 15th day of the 9th month after the acquisition m onth.16 The
principal restriction on the use of a §338(h)(10) election is the requirem ent that a corporation be
used as the acquiring entity.

16 Section 338(g)(1).
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CHAPTER 2
ENTITY FORMATION

OVERVIEW
It may seem odd to find the topic of entity form ation in a book on choice o f entity. That is, once
the choice has been made, the “cat is out o f the bag" and the form ation of the entity, while both
necessary and interesting for tax and nontax reasons, is no longer relevant to the choice question.
However, as is true with all of the rem aining chapters o f this book, the differences in how entities
are formed and the tax consequences of the form ation will affect which entity form is selected.
Thus, the cat should be left in the bag until we can determ ine what awaits it in different forms of
an entity.
In this chapter, we will address the consequences o f form ing the different types o f entities, and
explain why a particular form may be best suited for a particular situation. Once again, the case
studies will elucidate many o f the points.

HOW DIFFICULT IS IT TO FORM AN ENTITY?
The answer to this question depends on several factors, the most significant o f which is the type of
entity to be created. A general partnership may be formed with no professional or filing fees at all.
O f course, that is not the advisable way to form a general partnership, but it can be, and is, done
with no written docum entation at all.1 In contrast, a lim ited partnership must file a certificate of
lim ited partnership with an appropriate state agency or official to protect the limited liability o f the
lim ited partners (that is, to give public notice of their status as lim ited partners). It is advisable,
however, for both general and limited partnerships to have written agreements to define each
partner’s rights and duties.
C orporations m ust be form ally created pursuant to state law. G enerally this requires the
assistance o f a business attorney, although m any self-help kits are available in the
m arketplace. L im ited liab ility com panies m ust also be created using the form alities o f state
law , thereby raising the cost o f form ation. Som e advisors caution that LLCs can be m ore
expensive to form than corporations because the operating agreem ent m ay need to be quite
com plex to deal w ith issues such as special allocations o f tax item s.

1 Of course, the business may be required to obtain withholding identification numbers and satisfy other requirements
for state and federal filings applicable to any business. However, the same filings would be required for a sole proprietorship;
changing to a general partnership need not add any complexity unless the parties see the benefits of formal, written
documentation of their agreement.
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As partnerships, for tax purposes, LLCs offer flex ib ility that cannot be m atched by
corporations, and it is true that taking advantage o f that p erm itted flex ib ility requires a
properly drafted, and perhaps costly, agreem ent. H ow ever, because taking advantage o f the
subchapter K flexibility is, in m ost cases, optional, the parties form ing an LLC need not bear the
cost o f that flexibility unless they believe the benefits are of greater m agnitude.
As a general rule, a partnership m ust have at least two owners. Certain states allow one member
LLCs, which are not taxed as partnerships.
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CASE STUDY 2-1: THE ONE MEMBER ENTITY
Facts:
Joe, who is not married, wants to start a restaurant business. Joe will be the only owner of the business.
Because of liability concerns, Joe insists on a separate entity that will offer a shield from liability. Joe will
not be able to pay all (anticipated) profits as salary because he needs to retain some funds inside the entity
for future growth. He wants to avoid two levels of tax on any profits.
Discussion:
When there is only one owner, the choice of entity seems to be a relatively simple one. A corporation may
be formed with only one owner, and Joe can avoid two levels of tax by making an S election on the entity’s
first return.
If an S corporation is formed, there may be tax problems with taking assets out of the corporate form
because the subchapter C provisions applicable to distributions of property by a corporation also apply to S
corporations. Thus, if appreciated property is distributed, a gain will be recognized by the corporation.2
Although there will be no corporate-level tax imposed, Joe will be required to report the gain as a flow
through item, and the gain may be reported earlier than was intended.
Because there will be only one owner, Joe cannot form a partnership. There are, however, states that permit
single owner LLCs, and if Joe lives in such a state, he should consider an LLC as the ownership form.
Regulations §301.7701-3(b)(1)(ii) states that a single member unincorporated entity will be disregarded for
tax purposes, unless it elects, under Regulations §301.7701-3(c), to be an association.
Because single member LLCs will now be taxed as either a sole proprietorship (if the single owner is an
individual) or a division (if the single owner is a corporation), taxpayers who live in states that permit such
entities should consider the LLC as an alternative to an S corporation. The owner may then obtain the
benefit of limited liability while avoiding the problems with exiting the S corporate form.
S corporations have historically been a haven for one-owner businesses desiring the liability shield not
offered in a sole proprietorship. In fact, more than half of all S corporations have only one owner. Some
commentators suggest that the IRS policy of allowing an entity to be a partnership for tax purposes by
simply declaring that it is a partnership will be the death of S corporations. However, most S corporations
are formed by one owner, and the LLC form is generally unavailable to a single owner business.
There are, however, reasons to believe that many states will amend their LLC statutes now that the Treasury
Department has issued final regulations under §7701. Most LLC statutes were drafted with the overriding
objective of assuring partnership tax treatment to the owners. Now that the partnership tax status is no
longer in jeopardy, states may well revisit their LLC statutes and create more attractive terms. These terms
2 See §311(b) for distributions not in liquidation of the entity and §336(a) for distributions in liquidation.
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may include the ability to form LLCs with only one owner, a provision previously disregarded in most LLC
statutes because the drafters could not envision a one member entity receiving partnership treatment.
If more states permit one member LLCs following the issuance of final classification regulations, we can
expect that the appropriate choice of entity for many one owner businesses that desire limited liability will
be the LLC and not the S corporation.

More states may permit one member LLCs now that Treasury has issued final classification
regulations. The LLC may become the entity of choice for single owner businesses because it
offers liability protection while avoiding the difficulties associated with appreciated property
distributions from S corporations (which difficulties also affect exiting the S corporation form). It
may be argued that S corporations provide more favorable payroll tax treatment relative to the selfemployment tax treatment of LLC member-managers (who may be treated as general partners for SE
tax), although low compensation from an S corporation may be attacked if used to avoid payroll
taxes. Proposed Regulations §1.1402(a)-2(h) provides exceptions for LLC members who (generally)
lack the authority to contract on behalf of the entity and who do not participate in the entity's trade or
business for more than 500 hours during the year. Such members may be treated as limited partners
for SE tax purposes. Section 1402(a)(13) exempts distributive share income of a limited partner, but
not guaranteed payments for services, from self-employment tax. The proposed regulations are
followed by many practitioners although they are not authoritative because of a moratorium on
guidance that was part of the 1997 Tax Act.
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TAX CONSEQUENCES OF FORMATION
General Discussion
It is generally possible to
The tax law allows all entities to be formed without recognition of gain
transfer money and property
by either the transferors or the entity. Thus, whether the formation will be
to any entity without any
tax-free is generally not an issue in choice of entity. However, there are
tax consequences. This “no
some differences in how nonrecognition provisions apply to transfers to
tax
effect"
result
is
corporations
(both regular and S) and partnerships (which include LLCs
consistent with a variety of
and LLPs). These differences may affect the choice of entity.
nonrecognition provisions
found throughout the tax
law, and is based upon the theory that no gain or loss should be recognized when a taxpayer continues an
investment in an alternative form. That is, the form of the investment has changed, but the substance has not.
Allowing for nonrecognition of gain satisfies an important tax policy objective. The tax law should not
create an impediment to a taxpayer’s choice of the appropriate form of doing business. Of course, to
minimize potential abuses, the tax law has several exceptions to the general rule of nonrecognition of gain.
These exceptions may suggest that one form of an entity is superior to another, if there are differences in
how the exceptions are applied to different entities. There are such differences, and we will next review the
basic rules for nonrecognition of gain from the transfer of property to an entity so that we may see how the
differences can affect the choice of an entity.
It is important to remember that all entities may be formed without recognition of any gain, so that the tax
effects at formation are generally not an issue.
Transfers to a Corporation
Section 351(a) states:
“No gain or loss shall be recognized if property is
transferred to a corporation by one or more
persons solely in exchange for stock in such
corporation and immediately after the exchange
such person or persons are in control of the
corporation.”

Section 351, and the related provisions,
applies to both S corporations and C
corporations.

Section 1371(a)(1) states that all provisions o f subchapter C shall apply to S corporations except where the
tax law specifically provides otherwise. Because there is no provision that exempts S corporations from
§351, transfers to S corporations are subject to the same provisions as apply to C corporations.
If stock is received in exchange for services, §351 will not apply to the service provider.3 Instead, the
service provider will be subject to §83(a) and will be required to recognize ordinary income unless the stock
is not freely transferable and is subject to a substantial risk of forfeiture.

3 Section 351(d)(1).
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Because §351 requires that the transferors control the corporation immediately after the transfer, the
existence of a service provider may jeopardize the tax-free transfer for all parties. This is because the
service provider is not a transferor of property and his stock ownership may not be counted in meeting the
control requirement.4
Control is defined as at least 80% of the combined voting power of all classes of stock entitled to vote and
80% (in number) of all other classes of stock.5 If a service provider receives more than 20% of the stock, the
transferors will not control the corporation and will be required to recognize all realized gain.

4 The service provider's ownership may be counted if he also transfers property provided the property is more than
relatively small in relation to the value of the stock received. See Treas. Regs. § 1.351 -1(a)(1)(ii).
5 Section 368(c).
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CASE STUDY 2-2: CONTROL ISSUES WITH
TRANSFERS TO CORPORATIONS
Facts:
Alex, Barb, and Calia propose forming the ABC Corporation. Alex and Barb will each transfer appreciated
property and Calia will transfer services. Alex and Barb will receive a total of 76 shares and Calia will
receive 24 shares. Because Calia’s stock compensation is for services performed in connection with the
creation of the corporation and the commencement of its business, the parties agree that there should be no
restrictions on Calia’s rights to keep the stock (that is, she will not be required to work for the employer for
some period after the corporation is formed).
Discussion:
The facts, as presented, create tax problems for all three parties to the corporate formation. Because Alex
and Barb have transferred appreciated assets, each will have a realized gain when stock is received in
exchange for the property. This realized gain must be recognized (pursuant to §1001) unless some other
provision in the tax law states otherwise.
Section 351 will allow a transferor of property to avoid gain recognition if the property is transferred to a
corporation solely in exchange for stock (the facts do not indicate that any other property was received) if
the transferors are in control of the corporation immediately after the exchange. Control is defined in
§368(c) to be 80% of the voting power and 80% of the number of all classes of stock not entitled to vote.
Because §351 states the requirement to be “such person or persons are in control," Alex and Barb may
aggregate their stock ownership to determine whether the control requirement is satisfied. However,
§351(a) clearly states that “such person or persons" refers to the parties who have transferred property.
Because §351(d)(1) excludes services from the definition of property, Calia is not a transferor and her
stock ownership may not be counted in the control test. The result? Alex and Barb must recognize all gain
of the voting power of the corporation.
realized from the transfer because they will only have 7
Calia is not a transferor and is not eligible for §351
nonrecognition, whether the parties control the
corporation or not. The stock received for services will
be subject to §83, which will require Calia to report
compensation income equal to the fair market value of
the stock received in excess of any amount paid to
acquire the stock.
Section 721 provides for nonrecognition of gain when
property is transferred to a partnership in exchange for
an interest in the partnership. Section 721 has no
control requirement. However, §721 also excludes
services from the definition of property.
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All three parties to this proposed transfer
have tax problems.
Alex and Barb’s
problems may be cured by using an LLC rather
than a corporation or by restructuring the
compensation paid to Calia. Calia’s problem
may be cured by using options rather than a
direct transfer of stock, which will also solve
Alex and Barb’s problem.
That is, a
corporation may still be a viable entity, but a
restructuring should be done. Alternatively, an
LLC could be used.

ENTITY FORMATION
Alex and Barb may avoid recognizing any gain by insisting that the
entity to be formed be an LLC rather than a corporation. Because
LLCs are taxed under subchapter K,6 §721 will apply to the
transfers of property. Thus, Alex and Barb may qualify for
nonrecognition of gain even if they fail to control the entity.

Use of an LLC, rather than a
corporation, will allow Alex and
Barb to avoid recognition of gain.

If the transfers are made to an LLC, Calia will still have to recognize compensation income for the LLC
interest that she receives. This is so because she must receive a capital interest to acquire the same
economic rights that she would have in the proposed transfer for stock. §83 will once again apply to the
receipt of a capital interest and Calia will have to pay tax on noncash income.
Calia could avoid this problem by accepting the capital interest subject to a substantial risk of forfeiture, but
that risk would jeopardize her economic rights and is not consistent with the intent of the parties. She could
also avoid any current income by accepting an interest only in future profits of the LLC, but that “solution"
would again jeopardize her economic rights (she may receive nothing at all) and is inconsistent with the
intent of the parties.
Before concluding that an LLC is the “right" entity for Alex, Barb, and Calia, we should examine
alternatives that would allow the corporate form to be used. There are two ways that we can propose to
allow Alex and Barb to avoid recognizing any gain when their property is transferred:
1.
Calia may be made a “transferor" if she transfers property in addition to her services. The
value of the property must be more than relatively small in relation to the value of stock received.7 To
satisfy the IRS ruling guidelines for this test, the value of the property must be at least 10% of the value
of the stock received for services.8 This may be a solution, but the facts do not indicate that Calia has
any intent to transfer property. Thus, we will treat this “solution" as not feasible.
2.
Instead of giving Calia 24 shares of stock immediately upon formation, the shares
may be transferred at a later date. L et’s assume that the parties wait six months after the
corporation is formed before the shares are transferred to Calia. This would present the
opportunity to argue that immediately after the transfer to the corporation (the language of
§351(a)), Alex and Barb owned 100% o f the corporation.
However, if the later transfer to Calia could be considered
Use of a corporation may be
to be part of the same plan, it is likely that this strategy
preserved if Calia is granted
would be collapsed and would not be successful.9
options to acquire stock rather
However, Calia could be granted an option to acquire 24
than receiving the stock itself.
shares of stock, exercisable at C alia’s discretion (and
Calia’s economic position may be
perhaps with a ten year expiration). Giving Calia an
unchanged, but the tax position of
option to acquire 24 shares, and not the 24 shares directly,
all parties may be improved.
can solve the tax problems of all parties because—

6 Regs. §301.7701 will allow an unincorporated entity formed after 1996 with at least two members to be a
partnership by simply filing a Form 1065.
7 Treas. Regs. 1.351 - 1(a)(1)(ii).
8 Revenue Procedure 77-37, 1977-2 CB 568, §3.07.
9 "Immediately after" includes all steps that are part of the same plan. See Treas. Regs. § 1.351 - 1(a)(1).
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a.
The control test of §351, which is found in §368(c), does not include attribution of stock
ownership. [See the cross reference in §318(b), which does not include any reference to §351. The
control test in §351 must be met without attribution because the tax authorities want to make it
difficult, and not easy, to meet the control test. Thus, they do not allow attribution to “boost"
someone’s ownership]. Section 318(a)(4) provides that an
option to acquire stock shall be the same as actual ownership,
Options to acquire stock
but §318 does not apply to §351 transfers. Thus, if Calia is
are not counted for the
granted an option to acquire 25 shares, Alex and Barb own
control test of §351.
100% of actual shares outstanding at the formation of the entity,
and both will qualify for §351 protection from gain recognition.
b.
Calia will not report any income until the options are exercised and the stock is acquired. Section
83, and the regulations promulgated thereunder, states that an option is not subject to tax on receipt unless
that option has a readily ascertainable fair market
value. A nontransferable option in a privately held
An option can allow Calia to defer income
company will not have a readily ascer-tainable
while “locking up" the 25 shares. That is,
fair market value. Thus, Calia can avoid the
she cannot lose the stock if she fails to
problem of reporting taxable income with no cash
continue to work for the company or to
and she can time the exercise to coincide with a
satisfy any other such requirement. She
year when she wants the compensation income
also does not need to rely on a promise that
and perhaps with a year when she will sell the
the shares will be transferred at a later date.
stock acquired by exercising the option.
There are at least five other issues to consider in deciding whether a corporation should still be used (with
the option idea).
1.
If a corporation is to be used to conduct this business, it should be an S corporation. An S
election will avoid two levels of tax, including a second level of tax on the precontribution gain
attributable to Alex and Barb’s property.
2.
An LLC will require that any precontribution gain
attributable to Alex and Barb’s property be allocated to the
contributing member. Cost recovery deductions attributable to such
property must also be allocated so as to take into consideration the
difference between fair market value and tax basis on the date of
contribution.10 Regulations allow three methods of making such
allocations, and the LLC form will add some complexity to future
allocations but also create what may be perceived as a more “fair"
allocation method than would be the case for an S corporation.11 The
existence of precontribution gain may also create problems when
distributions of property are made from an LLC within five years of
the transfer of the appreciated property (seven years for property
contributed after June 8, 1998).12
10 Section 704(c).
11 See Treas. Regs. §1.704-3 for the three available methods.
12 See §§704(c)(l)(B) and 737.
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tioned here suggest that
the LLC may still be
the best solution to the
control problem. Case
Study 2-2 gives another
reason why the LLC
may be best.
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3.
If a corporation is selected as the form of entity, and the option strategy is used, the options
may not be a second class of stock if an S election is desired. Options granted for employment
purposes may not be a second class of stock if the option is nontransferable and does not have a
readily ascertainable fair market value.13
4.
To protect Alex and Barb’s §351 treatment, the option may not be the economic equivalent
of stock ownership. An option differs from direct ownership of stock for two primary reasons. First,
the option allows the holder to acquire a long position in the stock without committing the capital
required to purchase the stock. Second, the option protects the holder against any losses for
movements in the value of the stock below the option exercise price (because the holder would not
exercise the option if the value of the stock dropped below the exercise price). If the option exercise
price is set at zero, these two differences do not exist and the option is the same as direct ownership
of the stock. [The stock may be acquired by exercise of the option with no economic outlay,
eliminating the first difference, and the stock price cannot drop below the zero exercise price, also
eliminating the second difference]. Thus, the option exercise price must be some positive number to
avoid constructive receipt of the stock. If Calia must pay something to acquire the 25 shares, she is
not in the same economic position as if she directly received shares. The parties must come to some
solution — perhaps providing Calia with a later bonus to exercise options; perhaps giving her more
than 24 shares to compensate for the cash outlay (that is, give her the same net economic benefit
after considering the additional capital she must contribute when the option is exercised).
Alternatively, Calia could be given 18 shares immediately and an option to acquire 6 shares,
mitigating the option cost problem. This solution applies to Alex and Barb’s control problem,
because they will own 76 of 94 shares, or 80.9%.
5.
If Calia receives 24 shares when the corporation is formed, her income will equal the value
of the 24 shares measured at the date of formation. If she instead receives an option to acquire stock,
her income will equal the excess of the value of the stock when the option is exercised over the
amount paid to exercise the option. If the stock value is increasing, Calia may report more income
with the option strategy (although the income would be deferred and may be timed to coincide with
a sale of the stock).

13 Regs. §1.1361-l(l)(4)(iii)(B).
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CASE STUDY 2-3: CONTROL PROBLEMS FOR LATER TRANSFERS
Facts:
Kevin and Kelly each own real property that they have held for investment for more than one year. They
propose forming a new entity for the purpose of developing the property and selling it for a profit, that
would include both precontribution gain as well as gain created by the development process. Initially they
would each transfer some property that is believed to be currently saleable. In the future, they would each
transfer additional property as the entity was able to develop and sell such property. It is expected that they
will each own 50% of the entity.
Discussion:
This case provides an excellent example of why a practitioner needs to carefully consider a variety of tax
issues when deciding which form of entity is best suited to the fact pattern.

The lack of a control requirement makes it
more likely that future transfers will be
nontaxable if the entity is an LLC rather than
an S corporation.

Section 351, which applies to transfers to corporations,
requires that transferors of property control the entity to
avoid recognizing gain when appreciated property is
contributed. In contrast, §721, which applies to
partnerships, has no such control requirement.

When Kevin and Kelly first transfer appreciated real
property to an entity, they should qualify for non
Kevin and Kelly may prefer an S
recognition of gain whether the transfer is made to a
corporation precisely because they want the
corporation, be it a C corporation or an S corporation,
future transfers to be taxable. The taxable
or to a partnership, including an LLC. However, if they
exchange will probably allow them to
each own 50% of the stock, a later transfer may be
recognize capital gain for existing appreciation.
taxable if made to a corporation. Because a transfer to a
If the transfer were nontaxable, all of the gain,
corporation can be nontaxable only if the transferor(s)
including the precontribution portion, would
control the corporation, it would be necessary for
probably be ordinary income.
Kevin and Kelly to time all property transfers so that
they are both transferring property as part of the same
transaction. That is, if Kevin transfers property in one year and Kelly transfers property in another year, the
two transfers are not likely to be part of the same transaction. As a result, both transfers will be fully
taxable. In contrast, the transfers would be tax-free if made to an LLC or partnership because there is no
control requirement.
Having made this distinction, we may conclude that Kevin and Kelly should form an LLC so that the future
transfers of property to be developed and sold by the entity will be nontaxable. If the goal is a nontaxable
transfer to the entity, this would be sound advice. However, it may be possible that the parties would be
better served by taxable transfers to the entity, a result that could be more easily obtained if the entity were
a corporation (it should be an S corporation to avoid two levels of tax).
28

ENTITY FORMATION
In Case Study 1-4 we discussed why a sale of real property to a controlled corporation might be welladvised if the gain from the sale would be capital gain, but the development profit earned by the entity
would be ordinary income. Gain from the disposition, whether by sale or by exchange, of real property held
for investment should qualify as a capital gain. Once any significant development work is done to the
property, any gain from sale is expected to be ordinary income.14
Kevin and Kelly may be best served by creating taxable
transfers when their property is placed inside the entity.
If they agree with this logic, a corporation would be the
best entity because the control requirement for the
application of §351 will allow Kevin and Kelly to
qualify postformation transfers in exchange for stock as
taxable exchanges, provided they time the transfers so
that they are not both transferring property at the same
time. Although they could sell the property, it is
probably easier to transfer it for stock so that the
corporation need not actually purchase the property.
It is important to note that the entity will develop the
contributed property and then sell i t If the facts
were modified so that the future transfers would be
operating assets of a business, an LLC would be the
preferred vehicle because the lack of a control
requirement would allow those future transfers to be
nontaxable. However, another alternative is to lease
appreciated assets to a corporation but not to
contribute them.

14

Although it may be best to create a taxable
transfer (using an S corporation) in this
situation, a more common situation would
involve a transfer of appreciated assets to be
used in the operations of the entity. In that
situation, the LLC form would be best to
ensure a nontaxable transfer of the operating
assets. If a corporation is desirable for other
reasons, the appreciated operating assets
should be leased to the corporation and not
contributed. The lessor would obtain a
priority on cash flow similar to the additional
interest that would be obtained if the transfer
had been in exchange for stock. However,
there will be no gain recognized with the
lease because title was not transferred for
stock (that is, there was no exchange).
Appreciated assets should generally be left
outside the corporate form.

Case Study 1-4 offers a more extensive discussion of this issue.
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Boot Relaxation Rule
Section 351(b) provides a boot relaxation rule, by which receipt of property other than stock will not make
the transfer fully taxable (because it does not meet the solely in exchange fo r stock requirement), but will
instead require any transferor who receives property other than stock to recognize gain equal to the lesser of
the gain realized from the exchange or the fair market value of the nonstock consideration received.
Section 357(a) provides that the assumption of a liability of the transferor, or the transfer of property subject
to a liability, will not be treated as nonstock consideration received by the transferor. Thus, the transfer of
encumbered property is generally not a concern when a corporation is formed.
Section 358(a)(1) states that the basis of stock received in a §351 transfer shall equal the basis of any money
or property transferred to the corporation, increased by any gain recognized by the transferor and decreased
by the amount of any money received and the fair market value of any nonstock consideration received.
Although §357(a) states that liability relief shall generally not be treated as nonstock consideration,
§358(d)(l) states that liability relief shall generally be treated as money received, such that the basis of
stock received is reduced by any liability relief.
The stock basis determination ensures that any gain realized but not recognized in the transfer is deferred
and not excluded. That is, the stock basis will be less than the value of the stock by the amount of gain
deferred.
EXAMPLE: Jack and Jill form the JJ Corporation by transfer of property. Jill transfers property
valued at $100,000 and which has a basis of $50,000 to Jill. Jill receives stock valued at $80,000
and also receives $20,000 (which was part of the property transferred by Jack). Jill has a realized
gain of $50,000 and a recognized gain of $20,000. She has deferred $30,000 of her realized gain.
Jill’s basis in the stock received will be $50,000, determined by adding the gain recognized to the
basis of the property transferred and then subtracting the amount of money received. If Jill later sells
the stock for $80,000, she will recognize the deferred gain of $30,000.
Section 358(a)(2) provides that the basis of any nonstock consideration received in exchange for property
shall be its fair market value. This is logical because such boot property is received in a taxable transaction
(the transferor recognizes gain in the amount of boot received) and the boot must then take a fair market
value basis.
Section 357 provides two situations in which the relief of liabilities may require the transferor to recognize
gain. These situations are as follows:
1.
Section 357(c) requires the transferor to recognize gain equal to the excess of any liabilities
transferred over the basis of the property transferred. This occurs because the basis of stock
received is reduced by liability relief. If the liabilities exceed the basis of the property transferred,
the transferor’s stock basis would be negative if no gain was recognized. (Continues after Case
Study 2-4, page 34.)
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CASE STUDY 2-4: CONTRIBUTING PROPERTY
WITH LIABILITIES IN EXCESS OF BASIS
Facts:
Hank and Jennifer intend to form an entity that will offer them protection from liability. Hank will transfer
real property with a fair market value of $800,000, subject to a liability of $400,000. Hank’s property has a
tax basis of $320,000. Jennifer intends to contribute money and property with a fair market value of
$520,000, with a tax basis of $200,000, and which will be contributed subject to $120,000 of liabilities.
Both Hank and Jennifer will receive a 50% interest in the new entity.
All liabilities transferred to the entity were incurred when the property in question was acquired. There is a
bona fide business purpose for all properties to be transferred to the entity.
Discussion:
Because both Hank and Jennifer are transferring property in exchange for an interest in the entity, the
general rule of both §351 (applicable to transfers to corporations) and §721 (applicable to partnerships) will
protect them from recognizing gain, whether the transfer is to a corporation (be it an S corporation or a C
corporation) or a partnership (including an LLC).
Again, as a general rule, the fact that both of the transferors have transferred property subject to liabilities
will not affect the statement that no gain will be recognized. This is true even though part of the
consideration received for the property transferred is relief of liabilities, which is not literally either stock
(as is required by §351) or an interest in the partnership (as is required by §721).
Section 357(a) states a general rule that assumption or acquisition of liabilities by a corporation will not be
treated as nonqualifying “boot" consideration if the transfer of property otherwise qualifies for
nonrecognition treatment. Section 358(d)(1), however, states that fo r purposes o f determining the basis o f a
shareholder’s stock, liability assumption shall be treated as money received by the shareholder. Because
§358(a)(l) provides that the basis of a shareholder’s stock shall be decreased by the amount of money
received in the transfer, a shareholder’s stock basis will be reduced by the amount of any liability assumed
or taken subject to. This basis adjustment is required to ensure that any realized gain is deferred and not
excluded, as shown in the following simple example.
EXAM PLE: Tom forms a corporation by transfer of an asset with a fair m arket value o f
$100,000, a tax basis of $50,000, and which is subject to a liability o f $20,000. Tom has a
realized gain of $50,000, which is the excess of the consideration received ($80,000 stock
value plus $20,000 liability relief) over the basis of the asset transferred. If T om ’s stock is
later sold for its $80,000 fair market value (net asset value), Tom should recognize his
$50,000 deferred gain. This will occur only if the basis o f the stock is $30,000 ($80,000
sales proceeds minus $30,000 basis equals $50,000 gain). The stock basis will equal the
basis of property transferred by Tom ($50,000) reduced by the deem ed amount of money
received as a result of the liability transfer ($20,000). The basis reduction is necessary to
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ensure that the deferred gain will later be recognized. This is because a sale of stock does not
include a shareholder’s proportionate share of liabilities in determining amount realized.
Using the basis rules of §358, each shareholder’s stock basis will be determined as follows:

Basis of Property Contributed
Less: Liability Transfer
Basis (incomplete)

Hank
$ 320,000
<400,000>
< 80,000>

Jennifer
$ 200,000
<120,000>
80,000

Hank cannot have a negative basis in his stock. To
solve this “problem," §357(c) states that a
Hank must recognize a gain to avoid a
shareholder who contributes property with liabilities
negative stock basis.
This gain occurs
in excess of basis will recognize gain equal to the
because the liabilities that Hank transferred
excess of the debt over the basis. Notice that there is
exceed the basis of his property.
no statement that contradicts the general rule of
§357(a), which states that liability assumption is not
boot to the transferor. Rather, §357(c) states that the liability in excess of basis is gain, not boot. The reason
for this distinction is that §357(c) is a “plug" designed to avoid a negative stock basis. Section 358 allows
the shareholder to increase the basis of his stock for any gain recognized. Because it is the excess of the
liability over the basis that would, absent any other provision, create a negative stock basis, it is that excess
that is used as a plug to bring the stock basis to zero, as shown below:

Basis of Property Contributed
Plus: Gain Recognized
Less: Liability Transfer
Basis (complete)

Hank
$ 320,000
80,000
<400,000>
-0

Jennifer
$ 200,000
-0<120,000>
80,000

Section 721 has no statement about the consequences of receiving boot. Instead, the receipt of boot at the
time of transfer to a partnership is generally treated in one of two ways:
1.
As a distribution by the partnership that occurs immediately after formation. The
distribution is subject to §731, which generally treats distributions as nontaxable except where
money (which may include certain marketable securities) exceeds the basis of the partner’s interest
in the partnership.
2.
Perhaps as a disguised sale under the provisions of §707(a)(2)(B). This provision is
discussed in Case Study 2-6 and is not relevant to this situation.
Section 752 states that a partner is deemed to have contributed money to the partnership in the amount of
any increase in that partner’s share of liabilities of the partnership. Section 752(b) states that a partner is
deemed to have received a distribution of money to the extent that that partner’s share of partnership
liabilities has decreased. Because §731 requires a partner to recognize gain if money is received in excess
of basis (which occurs because the basis of the partner’s interest must, pursuant to §733, be reduced by the
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amount of money received), a partner will recognize gain when he or she is relieved of liabilities in excess
of the basis of property contributed. However, the amount of such liability relief is a net figure determined
by reference to what amount the partner was liable for before a transfer and what amount that partner is
liable for after the transfer.
Let’s assume that the risk of loss for the two partnership liabilities ($520,000 total) will be shared equally if
the transfer is to a partnership or an LLC (we'll relax this assumption in the next paragraph). Hank’s share
has decreased from $400,000 to $260,000; Jennifer’s share has increased from $120,000 to $260,000.
Hank is deemed to have received a distribution of money equal to the $140,000 reduction; Jennifer is
deemed to have contributed money equal to the $140,000 increase. Because the reduction in Hank’s share
of the liabilities does not exceed the $320,000 basis of his contributed property, he will not be required to
recognize any gain.
It may be argued that if the transfer is to an LLC, in
Determining liability shares for LLC mem
which no member has any personal liability under the
bers is not easy and is beyond the scope of this
terms of the operating agreement, that the members
Case Study. However, Hank can avoid gain
will not share the risk of loss for liabilities equally.
recognition if the transfer is to an LLC.
This may well be true, although we would need to
significantly complicate the facts to reach any
conclusion. It may be that Hank remains personally liable for his contributed debt (such liability arising
outside of the LLC) and that Jennifer remains personally liable for her contributed liability. In such a case,
neither Hank nor Jennifer has experienced any change in their share of liabilities. It may also be that the
liabilities are fully nonrecourse, in which case they will be shared in a three-step process spelled out in the
§752 regulations. However, the answer to this case study will not change — Hank will not recognize gain if
the transfer is to a partnership or an LLC. Because the owners want a shield from liability, an LLC would
be the appropriate form if it is intended to avoid any gain recognition.
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2.
Section 357(b) treats as boot (that is, nonqualified consideration) any liability that (i) has no
bona fide business purpose for being transferred to the corporation, or (ii) is transferred with a tax
avoidance motive. Regulations §1.357-1(c) provides that if any liabilities transferred are treated as
boot under §357(b), then all liabilities transferred by that transferor shall be boot. This is an
extremely harsh rule (one bad apple spoils the whole bunch) and suggests that §357(b) should be
avoided.

W hen either Sections 357(b) or 357(c) may apply to a transfer to a corporation, it
may be possible to avoid any gain recognition by choosing an LLC instead o f a
corporation. The LLC will allow a liability shield sim ilar to that o f a corporation, will
allow all m em bers to participate in m anagem ent, and will often avoid the liability
problem. See the discussion at Case Studies 2-4 and 2-5, as well as Case Study 2-6,
which shows how §357(b) principles may be extended to LLCs.
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CASE STUDY 2-5: LIABILITY TRANSFERS WITH TAX AVOIDANCE
Facts:
Nicole, who is married, owns real property with a fair market value of $2 million and a tax basis of
$1,500,000. Nicole currently has no debt attached to the property. She proposes to transfer the property to
a separate entity so that it may be used in a trade or business and so that she has a liability shield. Before
the transfer, Nicole proposes to borrow $1 million secured by the property. The property will then be
contributed to the entity in exchange for an ownership interest.
Discussion:
As a general rule, Nicole could transfer this property to any type of entity without recognizing any gain.
Section 351 should provide for nonrecognition of gain if the transfer is to a corporation and §721 should
provide for nonrecognition of gain if the transfer is to a partnership.
To meet her goal of a liability shield and to avoid two levels of tax (the property is appreciated and there is
no reason to create a second level of tax on the built-in gain), she should consider either an S corporation
or an LLC.
Section 351 will apply if the transfer is to an S corporation. Section 357(a) generally provides that a
corporate assumption of the transferor’s liabilities will not be treated as boot for purposes of §351. Thus,
§357(a) would allow Nicole to borrow $1 million shortly before the transfer and then transfer the property
subject to the liability without any tax concerns. Because the anticipated liability will not exceed the basis
of the property, §357(c), discussed in detail in Case Study 2-4, will not be a concern. Nicole will have a
potential problem with §357(b), however.
Section 357(b) states that a liability will be treated as boot in a §351 transfer if the facts and circumstances
surrounding the acquisition of the liability suggest that a principal purpose of the taxpayer was to avoid
federal income tax or if the liability lacks a bona fide business purpose. Regulations §1.351-1(c) raises the
stakes for such prohibited transfers of liabilities by treating all liabilities as boot if one liability has either a
tax avoidance motive or lacks a bona fide business purpose.
The fact that Nicole proposes to borrow shortly before the liability is transferred to an entity strongly
suggests a tax avoidance purpose. What is this purpose? Normally, the mere act of borrowing money is not
a taxable event because the taxpayer has to repay the borrowed money, which means that the act of
borrowing does not increase the economic worth of the borrower. However, what if one could borrow
money and have someone else repay the debt? Then, the logic that suggests that the borrowing is tax-free
no longer applies. In this case study, Nicole intends to borrow the money but to have a separate entity repay
the debt. Such a strategy may be particularly beneficial if the transfer is made to a C corporation because
corporate earnings can be used for the shareholder’s benefit (repayment of shareholder-incurred debt)
without treating the corporate payment as a distribution. Section 357(b) seeks to prevent this strategy by
treating the full amount of the debt as nonqualified consideration when the corporation is formed.
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Based on the facts as presented, it is highly likely that
the $1 million liability will be treated as boot if the
transfer is to a C corporation. The tax avoidance
motive would be to have C corporation earnings used
to pay a shareholder-incurred (and tax-free) debt
without any adverse tax consequences. Section
357(b) would prevent this type of tax avoidance
behavior.15

Section 357(b) is a serious risk in this
situation if the property is transferred to a
corporation. If §357(b) applies to the transfer,
Nicole must recognize $ 1 million of gain when
the corporation is formed. The existence of a
tax avoidance motive, which would trigger the
application of §357(b) is less likely to be
invoked if the transfer is to an S corporation
rather than to a C corporation. This is so
because distributions from an S corporation,
even if used to repay the shareholder debt,
could be tax-free to the extent of Nicole’s stock
basis. Nonetheless, §357(b) is a concern.

If the transfer is to an S corporation, it is not as clear
that a tax avoidance motive would be found. Because
S corporation distributions are tax-free to the extent
of the shareholder’s stock basis,16 the corporation’s
payment of a shareholder-incurred liability does not
offer the same tax avoidance potential. That is,
Nicole’s stock basis would be $1.5 million if she did not transfer the liability to the corporation, but instead
retained liability outside the corporation.17 The corporation could then, perhaps over a term of years,
distribute $1 million to Nicole to pay the debt, and such distributions would be tax-free provided her stock
basis was not otherwise reduced. Thus, Nicole may be able to defeat a tax avoidance attack if the property
and the liability are transferred to an S corporation. However, she must realize that there is a risk that the
IRS could contend that §357(b) applies, in which case she would have to recognize $1 million of gain when
the corporation is formed.
It would seem that we could solve Nicole’s potential problem with §357(b) by suggesting that she instead
form an LLC. If the LLC is to be formed in a state that does not permit one member entities, she could form
the LLC with her husband as the other member. Assuming that she is willing to transfer an interest (which,
of course, need not be a very large interest) to her husband, let’s now examine how the pretransfer
borrowing would affect the transfer to an LLC.
Section 721, which allows for a tax-free transfer of property to a partnership, says nothing about the
effects of transferring liabilities to the partnership. Section 752 treats increases (decreases) in a partner’s
share of liabilities as a contribution (distribution) of money to the partner. Section 707(a)(2)(B) provides
that if there is a transfer of property to a partnership,
and there is a related direct or indirect transfer of
If properly structured, Nicole could form an
money or property to the partner, and if the two
LLC
with her husband under terms that result
transfers are properly characterized as a sale, then the
in no reduction in Nicole’s share of the $1
transfer shall be a sale.
million liability. This will avoid any indirect
sale proceeds when the liability is transferred
If a partner borrows money shortly before transfer of
to the LLC.
property to a partnership, and if the partnership
assumes the liability, the original borrowing
15 Please note that Treas. Regs. §1.351-3(b)(7) requires a disclosure statement be attached to the corporate return for
any year in which a §351 transfer has occurred. This statement requires, among other things, a statement of any liabilities
transferred to the corporation including the facts associated with the incurrence of the liability and the business purpose for
transfer of the liability to the corporation.
16 Section 1368(b)(1).
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transaction may be viewed as an indirect transfer of money from the partnership (which must repay the
debt) to the partner.17 However, the indirect “sale" proceeds are limited to the amount of the liability that is
transferred to the other partners under the provisions of §752.18
In this situation, if an LLC is formed it may be done by transfer of a small interest to Nicole’s husband.
Nicole may also retain personal liability for the debt, which would not result in a transfer of any portion of
the debt to her husband. In short, if properly structured, there will be no indirect sale proceeds to cause gain
recognition under §707(a)(2)(B).
See Case Study 2-6 (page 39) for an example of when a disguised sale can be a concern when an LLC or a
partnership is formed.

17 Regs. §1.707-5.
18 Regs. §1.707-5(a)(2) and (a)(3).
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Transfers to a Partnership
Section 72(a) states:
“No gain or loss shall be recognized to a partnership or to any of its partners in the case of a
contribution of property to the partnership in exchange for an interest in the partnership."
This nonrecognition statement is noticeably shorter than the
provision applicable to corporations. The most significant
difference between the two provisions is the absence of a
control requirement in §721. This difference is discussed in
more detail in Case Studies 2-2 and 2-3.
Section 721 has no specific statement with respect to the
transfer of liabilities to a partnership. However, §752 (b)
notes that a decrease in a partner’s share of liabilities of the
partnership is treated as a distribution of money from the
partnership to the partner. If a partner contributes property
subject to a liability, or if the partnership assumes a liability
as part of a transfer, the contributing partner will have a
deemed distribution of money under §752(b) to the extent
that the partner’s share o f the liability is decreased as a
result o f the transfer.

The lack of a control requirement
makes it easier to qualify transfers to a
partnership as tax-free.
This is
particularly true when a transfer is made
to an existing entity. The transferor may
not, by himself, control the entity, which
would make a transfer to a corporation
taxable.
It is necessary to consider
whether such transfers may occur after
the entity is formed because the
existence of future transfers may suggest
that a partnership or an LLC is advisable.
However, see Case Study 2-2 for a
further discussion of this issue.

Whether a contributing partner’s share of a liability is
A transfer of encumbered property is
decreased is determined under the liability-sharing rules of
less likely to create tax problems if the
§752, which are specified in the regulations promulgated
entity
is a partnership or an LLC as
under §752. Basically, a partner’s share of a recourse
opposed to a corporation.
liability, defined as a liability for which at least one partner,
or a party related to at least one partner, is personally liable.
It is determined using an economic risk o f loss analysis. This analysis assumes that the partnership’s assets,
including money, are worthless, all assets are sold for zero consideration with any resultant loss allocated
among the partners, and the creditors demand payment. To the extent that a partner must make a payment
under such a scenario, that partner bears an economic risk of loss. A partner’s share of nonrecourse
liabilities is determined using a three-step approach that is generally favorable to the partners.
Although a partner who contributes property with a liability to a partnership is generally much less likely to
recognize gain when compared to that partner making a transfer to a corporation (see Case Studies 2-4 and
2-5 for examples of the problems with liability transfers to a corporation), there is some risk that a transfer
of a liability to the partnership may result in a contribution being recharacterized as a disguised sale.19
Careful planning may be required when the partnership is formed to avoid this problem.

19 Section 707(a)(2)(B).
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CASE STUDY 2-6: WHEN MONEY HAS BEEN BORROWED
SHORTLY BEFORE TRANSFER TO AN ENTITY

Facts:
Rex owns real property with a fair market value of $2 million and a tax basis of $500,000. Shortly
before he intends to transfer the property to an entity, in which he will be a 50% owner, Rex borrows
$800,000 on a recourse basis and secured by the property. Rex now proposes to transfer the property to
an entity that will provide a liability shield. His co-owner will also transfer $1.2 million of property and
each owner will have a 50% interest in the entity. If the transfer is to a partnership, each owner will bear
a risk of loss for 50% of Rex’s liability.
Discussion:
If the transfer is made to a corporation, there are two possible results:
1.
If the liability that is taken out shortly before
It is clear that Rex will have to
the transfer is considered to have a tax avoidance
recognize some gain if the transfer
motive, Rex will have $800,000 of boot consideration
is made to a corporation.
and he must recognize $800,000 of the $1.5 million
realized gain from the transfer. The fact that the
liability was incurred shortly before the transfer would tend to indicate that there was a tax
avoidance motive for the transfer. If the transfer is to an S corporation, it may be less likely that the
transfer will have a tax avoidance motive (see the detailed discussion in Case Study 2-5 for an
explanation). However, because the basis of the stock will be only $500,000, there may be a tax
avoidance motive (avoiding a corporate distribution, which will eventually be in excess of basis, to
repay the debt) even in an S corporation.
2.
If there is no tax avoidance motive, §357(c) still applies and will require that Rex
recognize $300,000 of gain ($800,000 liability transferred to the corporation in excess of $500,000
basis of contributed assets) from the transfer. See Case Study 2-4 for a detailed discussion of the
§357(c) problem.
If the transfer is made to a partnership, which should be an
LLC to provide a liability shield for Rex, there are again two
possible results:

A transfer to an LLC may or may
not result in gain recognition by
Rex. It is likely that the transaction
will be a disguised sale and that Rex
will recognize gain of $300,000.
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1.
If §721 applies, together with a deemed cash distribution under §752 to the extent that
R ex’s share of the liability is reduced by $400,000, Rex will recognize no gain because the
reduction in his share of the liability does not exceed the basis of the property transferred. That
share of the liability will be a deemed distribution of $400,000, which will, under §733, reduce the
basis of his interest to $100,000. Because the deemed distribution does not exceed the basis of his
interest, he will not recognize any gain.
2.
If the transaction is treated as a disguised
At one time, the relative flexibility
sale under §707(a)(2)(B), Rex must recognize gain as
with
which the tax law treats the
if he sold a portion of his property. A disguised sale
partnership form would permit a
requires a transfer of property to a partnership
partner to incur a debt shortly before a
together with a related transfer from the partnership to
transfer to the entity. The disguised
the partner. Because R ex’s liability was incurred
sale rules create an equivalent rule in
shortly before the transfer to the partnership, it is very
subchapter K to the §357(b) taxlikely that he will have disguised sale proceeds
avoidance liability rules.
measured by the amount of the liability shifted to the
other LLC member.21 The basis of Rex’s contributed
asset must be allocated between the disguised sale and the contribution. Because Rex has shifted
one-half of the liability to the other member, he will be deemed to have sold the property for
$400,000 (one-half of the liability). This amount represents one-fifth of the value of R ex’s
property. Rex will then be treated as if he had sold one-fifth of his property, with the remaining
four-fifths contributed in exchange for an interest. The $500,000 basis must be allocated among
the sale and the contribution based on the ratio that the sale proceeds bears to the fair market value
of the property. One-fifth of the basis, or $100,000, is allocated to the sale. The gain from the sale
is then $300,000, the excess of the deemed sale proceeds ($400,000 debt transferred to the other
member) over the $100,000 allocated basis.
When a liability is incurred for a tax avoidance motive, that is, shortly before transfer to an entity
with more than one owner, a gain will probably result whether the transfer is made to a
corporation or to a partnership. The amount may differ, although it may not be a significant
enough difference to affect the choice of entity. However, it is important to note that partnerships
are now, through the disguised sale rules, subject to a risk o f “tainted” liabilities creating gain
where subchapter K previously would have permitted significant flexibility and generally no tax
effect at formation. An LLC may still be the best entity choice because it will offer Rex and his co
owner more flexibility with respect to postformation tax considerations, although §704(c)
allocations will also be required.

21 Regs. §1.707-5.
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A partner who receives an interest in exchange for services is not protected by §721. However, the
proper tax treatment of the service provider is more complicated than is the case when services are
provided to a corporation.
If the service provider receives a capital interest in a partnership in exchange for services, the value of
the interest received must be included in the service provider’s income unless it is both subject to a
substantial risk of forfeiture and is not freely transferable.22 A capital interest is defined as one which
allows the partner to receive a distribution of proceeds if partnership assets are sold for fair market value
and the proceeds of that sale are then distributed to the partners in liquidation of their interests.23 If,
under local law, a partner’s share of partnership assets is determined by reference to that partner’s
capital account, then an interest in capital confers upon the partner an immediate economic benefit
similar to the receipt of corporate stock.
A service provider may receive a profits interest in the partnership rather than a capital interest. A profits
interest does not entitle the partner to receipt of any proceeds should the partnership liquidate on the date
that the interest is transferred. If the partnership fails to earn any profits after the date of transfer, the
service provider will not receive anything from the profits interest. Because the existence and amount of
future profits are speculative, there is no income recognized upon receipt of a profits interest.24

22 Section 83.
23 Revenue Procedure 93-27, 1993-2 CB 343 and Regs. §1.721-1(b)(1).
24 Revenue Procedure 93-27, 1993-2 CB 343. This Revenue Procedure mentions there exceptions to the IRS view
that no income is recognized: (1) if partnership profits are substantially certain and predictable, such as when partnership
assets consist of high-grade securities or high-quality leases; (2) if the service provider sells his interest within two years of
receipt; and, (3) if the profits interest is a limited partnership interest in a publicly traded partnership.
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CASE STUDY 2-7: REWARDING SERVICE PROVIDERS
FOR FUTURE PROFITS OF THE ENTITY
Facts:
Paul and Kim have operated an auto repair business as general partners. They would now like to transfer
business assets to an entity that will provide them with a liability shield. Paul and Kim have 13
employees and they are interested in providing three key employees with profit participation in the new
entity. They do not want the key employees to have to pay anything to acquire an equity interest and
they want to restrict the employees' rewards from this plan to future profits of the business. That is, there
is no plan to give the employees an interest that would have immediate value even if the entity earned no
profits. They also want to avoid any tax problems for the employees when the profits interests are
transferred.
Discussion:
The requirement that the entity provide the owners with a liability shield suggests a corporation and an
LLC as possible entity choices.
Given the goals of the compensation plan, it would appear that an
LLC would be a good choice for this business. Because an LLC is
taxed as a partnership, Paul and Kim could grant the key
employees a profits-only interest in the LLC. That is, the
employees will receive no credit to their capital accounts. The
capital accounts should determine each member’s share of the
assets upon a liquidation of the entity. By not transferring any
capital to the three employees at the time that the profits interests
are given, Paul and Kim ensure that the only way that the
employees will benefit from the plan is if the business earns profits
in future years. Therefore, a profits interest in an LLC satisfies the
economic objectives of the owners' plan.

Formation of an LLC with
transfers of profits interests to
the key employees would meet
all of the goals identified by
Paul and Kim. The IRS has
now conceded that there is no
tax consequence from receipt
of a profits interest in a
partnership.

Paul and Kim have also said that they do not want employees to suffer any negative income tax
consequences from the interests in future profits. The IRS has conceded, in Revenue Procedure 93-27,
that a profits interest in a partnership will not be taxable at the date of receipt unless one of three
exceptions applies. The only relevant exception in this situation would arise if one of the employees sold
his or her interest within two years of receipt. There would be no need to make any payment for the
profits interest. Thus, formation of an LLC together with the grant of profits interests to the key
employees would meet all of the goals that Paul and Kim have identified.
Because Revenue Procedure 93-27 concedes that no adverse tax consequences arise when a partnership
profits interest is transferred to a service provider, an LLC appears to be the obvious choice for Paul and
Kim. However, it is possible to replicate the rewards of a partnership profits interest in a corporate form
with similar tax and economic consequences to the service provider.
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If Paul and Kim also want to consider a corporate form, the key employees could be rewarded in one of
two ways:
1.
Paul and Kim could grant the employees options to
A corporation could also be
acquire stock in the new corporation. The option price would
used to provide the “profits
be set at the fair market value of the stock on the date of grant.
only" compensation that Paul
Thus, the employees would profit only if the value of the
and Kim want for their key
company increased. Also, the employees would not be
required to pay anything to acquire the option — their only
employees.
payment would occur when they exercised the options, which
they can do at their discretion (after the value of the stock has increased). The employees would not
be taxed on receipt of the options because the options would not have a readily ascertainable fair
market value. The §83 regulations provide that the employees will not be taxed until they exercise
the options and acquires the stock. When the employees exercise the options, they must pay the dateof-grant fair market value so that their reward, and the amount that they will include in taxable
income, is limited to the increase in value after the date of grant. To make the determination of value
easier, the plan may define fair market value to be book value or some multiple of earnings.25 This
will avoid the need for a costly appraisal of the business and will reward the employees in a manner
similar to the partnership profits interest.
2.
The employees could be granted stock appreciation rights, also called SARs. A SAR pays the
employee, usually in cash, the difference between the fair market value of the company’s stock at the
payment date and the fair market value at the date the right is granted. Thus, the employee benefits
only to the extent that the company’s stock value increases. Once again, fair market value may be
defined in the plan by reference to book value or some multiple of earnings. The employee is not
taxed until the SAR right is exercised and payment is received. The employee is not in constructive
receipt of compensation before that date because to exercise the right would means that the potential
for additional profits would be forfeited.26
Both stock options and SARs may be used in S corporations without risking a prohibited second class of
stock.27
The corporation will receive a deduction at the same time and in the same amount of compensation
reported by the employees. If a stock option or a SAR is used, the employees will report compensation
income subject to payroll taxes (employer and employee). The corporation will receive a deduction for
the compensation.
If a profits interest in an LLC is used, there is a strong likelihood that the LLC will not receive a
deduction for the profits-interest distributive-share amounts. If the profits interests are not taxable on
receipt, the key employees should be recognized as members of the LLC. As a result, the key employees
25 See Regs. §1.83-5(a) for support for using book value to determine fair market value in nonqualified stock-based
compensation plans.
26 Revenue Ruling 80-300, 1980-2 CB 165.
27 See Regs. §1.1361-1(1 )(4)(iii)(B) for the statement that compensatory options are not a second class of stock.
There are several letter rulings that support SARs not being a second class of stock. (See Ltr. Ruling 9011055 as one
example.)
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will report their distributive share of LLC profits as the profits are earned. The key employees will
receive a schedule K -1 and will report the income, retaining the character (ordinary, capital etc.) as
determined at the LLP level.
If the key employees report their profits share as distributive-share items, the LLC will not be entitled to
a deduction. That is, neither of the parties will report the items as compensation. The payments cannot
be deductible §707(c) guaranteed payments because they are determined (solely, in fact) by reference to
the income of the LLC.
It is probably easier to meet the compensation objectives of Paul and Kim by using the LLC form
because the IRS has clearly stated its views on the tax treatment of profits interest, and the key
employees are more likely to understand what they are receiving if they get a profits interests in
an LLC.
The receipt of profits when a stock option is exercised or a SAR is exercised will result in
ordinary compensation income to the employee (subject to payroll taxes) and an offsetting
deduction to the employer. Because the LLC profits interests are not taxed at the date of
receipt, the employees will probably report all profits as distributive-share items, and not as
compensation. Similarly, the LLC will not be entitled to a compensation deduction for the
employees’ distributive shares. No payroll taxes will be owed, although the employees may be
subject to self-employment tax if they are member-managers.
Both stock options and SARs would need to be defined as to fair market value, presumably by
reference to book value. The key employees will probably have a more difficult time
understanding the basis on which they will be rewarded if an option or SAR is used. Also, very
few employees un-derstand the economic aspects of options. Thus, the primary recommendation
should be that Paul and Kim form an LLC and grant profits interests to the key employees.
However, if they prefer the S corporation form for other reasons, they should understand that the
compensation goals may be met in a corporate form.
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28

A partner’s basis in her partnership interest is the basis of any money or property contributed.28 If relief
of liabilities causes a partner to recognize gain, there is no basis adjustment for the gain (note that a basis
adjustment is allowed for liability relief in excess of basis if the transfer is to a corporation).29 This is
because the gain occurs as the result of a distribution under §731 that is deemed to occur one moment
after the contribution. Because the gain is not attributable to the contribution, no basis increase is
allowed.30

S ELECTIONS
Section 1362(a) requires an affirmative election to be made by all affected shareholders for a qualifying
corporation to be an S corporation. If S corporation status is important, the election must be made on or
before the 15th day of the third month of the corporation’s first tax year. Making the election for the
initial return will avoid the costs of having to convert a C corporation to an S. Such costs include a LIFO
recapture tax on inventory, a built-in-gains tax, a potential penalty tax on excess passive income, and a
complicated distribution system to distinguish C corporation earnings from S corporation earnings.
The election is made on Form 2553.

28 If gain is recognized because the partnership is an investment company, the contributing partner’s basis is
increased by the gain. This is very rare and is not separately discussed here.

29 Section 358(a)(1)(B).
30 The partnership, however, may consider the advisability of a Section 754 election, which will allow the
partnership to increase the basis of its assets for the gain recognized by the partner.
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CASE STUDY 2-8: S CORPORATION ELECTIONS
Facts:
Ted, Mary, and Sharon form the TMS Corporation on August 12, 1998 by transfer of $100 cash in
exchange for shares. The corporation did not begin business until November 12, 1998. Operating assets
were not acquired until late October. Assume that it is now December 11, 1998, and the shareholders
come to you for tax planning, what would you recommend?
Discussion:
Because the corporation has already been formed, the entity choice is restricted to a C corporation or an
S corporation (liquidation of the entity is also a possibility if an LLC is desired, although there would be
a tax cost now that operations have begun and there may be appreciated assets).
An S election is due by the 15th day of the third month of the tax year for which it is to be effective.31
For a newly formed corporation, the first day of the first month is the first day that the corporation has
shareholders, assets, or begins business.32 Thus, the first day of the year is August 12, 1998, the day on
which shareholders and assets existed. The first day of the third month is October 12, 1998, and the 15th
day of that month is then October 26, 1998. The shareholder are too late to file an S election to be
effective as of August 12, 1998.
If a corporation is a C corporation before an S election is made, there may be several adverse
consequences, including the following:
1.
If the corporation has LIFO inventories, it must pay tax on the amount of its LIFO
reserve. The excess of the inventory’s value determined using FIFO over that value determined
using LIFO is added to the corporate income for the last C corporation year. The resultant tax is
paid over four years beginning with the last C corporation year.33
2.
The amount of the corporation’s net unrealized built-in gain is subject to a corporatelevel tax to the extent that such gains are realized within a 10-year recognition period.34
3.
If the corporation has earnings and profits from C corporation years, distributions become
more complicated when the entity becomes an S corporation.35 The corporation may also be
subject to a special tax on excess passive earnings.36
31 Section 1362(b)(1)(B).
32 Revenue Ruling 72-257, 1972-1 CB 270.
33 Section 1363(d)(2)(B).
34 Section 1374(d)(7).
35 Section 1368.
36 Section 1375.
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It would be advisable to avoid these concerns if an S election is desirable. To avoid these problems, the
tax advisor should suggest the following steps be taken:
1.
The corporation should adopt a September 30, 1998 year-end as a C corporation. It
should file a short-period return for the period August 12 to September 30, 1998, reporting no
activity.
2.
On or before December 15, 1998, the three shareholders should elect S corporation status
by filing a Form 2553. The S corporation year will begin October 1, 1998, making a December
15, 1998 election effective for that year. The corporation will then file a short period return as an
S corporation for the period October 1 to December 31, 1998. Because there were no business
operations until November 12, 1998, there will be no C corporation earnings and profits and
there should also be no built-in gains because no assets (other than the cash used to form the
entity) were acquired until after October 1.
Although the shareholders missed the election date for the first tax year of the entity, it is still possible
for them to choose the S corporation form without any adverse tax consequences.
The late election may be “cured" in this example by filing a short-period return as a C corporation.
However, §1362(b)(5) allows the IRS to accept a late S election if there is reasonable cause for failure to
timely file the election. This change in the law is effective for tax years beginning after December 31,
1982 and may be another alternative for the three shareholders in this Case Study or any S shareholders
who have commenced business before the election due date and who cannot avoid a C to S conversion
by the strategy outlined in this case study. See Letter Ruling 9715032 for an example of the IRS
retroactively accepting a late election and Letter Ruling 9716024 in which the IRS accepted an S
corporation as valid although no election had ever been filed.
Revenue Procedure 98-55 provides guidance for how to elect S status after the due date. A late election
may generally be cured by filing a Form 2553 within 12 months of the original due date.
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ALLOCATIONS IN FLOW-THROUGH ENTITIES

OVERVIEW
In this chapter, we will discuss the manner of allocating profit and loss of a flow-through entity to the
owners of that entity. This first section contains a brief overview of the rules relating to allocation; a more
in-depth discussion is located after the case studies.
Because a C corporation is itself subject to tax on corporate income, there is no allocation of C corporation
income to the shareholders. Thus, the material in this chapter is limited to S corporations, partnerships
(limited partnerships, general partnerships, and LLPs), and LLCs. However, both Chapter 4, which deals
with distributions, and Chapter 5, which deals with compensation, will address how to extract profits from
a closely held C corporation in a tax deductible manner, effectively allowing the C corporation to allocate
its earnings to the owners.1
Allocations of S corporation items of income, deduc
tion, gain, and loss must be made on a per-share, perday basis. That is, the allocations must be in propor
tion to ownership of stock. In contrast, partnerships
may allocate tax items by agreement, provided the
agreement has “substantial economic effect.” This
requirement, to be discussed in detail in this chapter,
essentially requires an allocation to have an effect
regarding the dollar amount that a partner will receive
and not just a tax effect. Partnership allocations that
are not proportional to ownership interests are called
“special allocations.”

S corporation allocations must be in propor-tion
to ownership of stock. Partnership and LLC
allocations may be disproportionate to ownership
interests if the partners (or members) so agree and
the agreement is structured to satisfy the
“substantial economic effect” test of the tax law.
[However, allocations of nonrecourse deductions
cannot meet the substantial economic effect test,
but may be allocated disproportionately to
ownership if another test is met].

Certain allocations of partnership items cannot satisfy the substantial economic effect test because the items
in question relate to nonrecourse borrowings. These allocations are called “nonrecourse allocations” and
the partners may share such items disproportionately to ownership interests if another test is satisfied. The
ability to allocate items of income, deduction, gain, and loss among the owners by agreement, even if that
agreement results in allocations disproportionate to ownership interests, is often cited as one of the key
advantages that partnerships and LLCs have over S corporations. However, the substantial economic effect
test will increase the costs of establishing and maintaining the partnership.

1 For example, if a C corporation can distribute all of its earnings in the form of rent payments, interest payments, or
compensation to the owners, then there will be no corporate tax imposed on the distributed earnings, and the owners will report
their share of the income consistent with the characterization of the distributions as rent, interest, or compensation.
2 Section 1372(a).
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Legal and accounting fees will be higher for a partnership with special allocations because the partnership
agreement will be more complex and the partnership must comply with certain requirements throughout the
life of the entity. Nonetheless, it is better to have the choice of making such allocations, and the partners
may weigh the benefits of allocations that are disproportionate to ownership interests against the costs of
satisfying the tax law requirements.
When partners or members of an LLC contribute property
that has a fair market value different from its tax basis,
future allocations with respect to that property must be
made in a special manner. Such allocations are called
“Section 704(c) allocations” and may be good or bad for
the partners, depending on facts and circumstances.
On the one hand, §704(c) allocations ensure that one
partner will not have to report gain or loss that was realized
when another partner owned the property. The partner who
did not contribute the property will probably be pleased
with this result. On the other hand, the partnership’s
reporting will be complicated by the need to make the
§704(c) allocations. Many partnerships would prefer to
avoid this complexity (and added compliance cost)
regardless of how the individual partners may be affected.

Assume that Joe transfers property
valued at $100,000 and with a tax basis
of $50,000 to a flow-through entity in
exchange for a 50% interest. If the
property is later sold for $100,000, how the
owners share the $50,000 gain depends on
which form of entity was selected. If the
entity is an S corporation, only 50% of the
gain is allocated to Joe; if the entity is a
partnership or an LLC, all of the gain is
allocated to Joe. The partnership result
may seem more fair, but it is also more
complicated and more costly to deal with.

Subchapter S has no equivalent to §704(c). All items of income, gain, deduction, and loss must be allocated
in proportion to stock ownership regardless of whether any portion of such gain or loss properly relates to
the time before the property was acquired by the corporation. This may be unfavorable if one or more
shareholders do not like an allocation of gain or loss that “belongs” to another shareholder. It may be
favorable if the corporation and the shareholders believe the tax costs are less than the added compliance
costs of §704(c). Of course, once the S corporation form is selected, the shareholders and the corporation
have no choice with respect to §704(c)-type allocations. However, how the parties want to account for
precontribution gains and losses may affect which type of entity they select.
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CASE STUDY 3-1: INCOME AND CASH FLOW PRIORITY
Facts:
Reed Hardy is a real estate developer who has actively sought property along the U.S.-Mexico border to
take advantage of certain opportunities that Reed believes have been created by the North American Free
Trade Agreement. Reed has located some property which he believes would be ideal for development to
include a shopping center, warehouse facilities, and office buildings. Reed requires $10 million in
investment capital, of which Reed can afford to invest $500,000 personally.
Reed has many investors whom he has called on in the past to work with him, and he believes that he will
have no problem raising $9.5 million in investment capital. Reed will acquire a 5% interest as a manager of
the proposed project. The investors will receive the other 95% ownership interests. Reed’s proposal is that
distributions of cash and allocations of profit and loss be made in the 5/95 ratio of ownership interests.
However, Reed believes that he should receive a priority distribution of cash, to be matched with income,
to compensate him for his efforts in locating the property and initiating the development ideas. He proposes
that he receive a $100,000 priority distribution. This is in addition to a reimbursement for all costs that he
has incurred on behalf of the investment venture.
Discussion:
If Reed intends to carry out his plan using an S corporation, and if all contributions will be in
exchange for stock to be held in a 5/95 ratio, the priority distribution to Reed will risk loss o f the
S election. S corporations may have only one class o f stock.3 An S corporation will have only one
class o f stock if all outstanding shares confer identical rights to distributions during the life o f the
corporation and to distributions upon liquidation of the entity.4 The “governing provisions” o f the
corporation, w hich include the corporate charter, bylaw s, articles o f incorporation, and related
item s, determ ine w hether outstanding shares confer identical rights.
A distribution to one shareholder that is not matched in time
with a distribution to another shareholder does not necessarily
create a second class of stock. Letter Ruling 9519048 held that
a disproportionate distribution in one year that was intended to
be corrected by a distribution in another year would not create
a second class of stock because the initial distribution was not
a result of the governing provisions of the corporation.
Similarly, Regs. §1.1361-1(l)(2)(v), Example 2, allows a
corrective distribution in a later year.

3 Section 1361(b)(1)(D).
4 Regs. §1.1361-1(l)(2)(i).
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A priority distribution that is
disproportionate to stock ownership
and which will not be cured in a later
year should create a second class of
stock. Reed’s proposal should be
treated as part of the governing
instruments of the S corporation, and
the agreement will terminate an S
election for a corporate venture owner.
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The problem with Reed’s proposal is that there will be no corrective distribution. Reed will receive a
permanent distribution that is disproportionate, and this distribution will be by agreement with the other
shareholders. Such a distribution will almost certainly create a prohibited second class of stock. Another
problem with Reed’s proposal, if it is to be effectuated through an S corporation, is that the distribution
cannot be matched by a profit allocation. S corporation items must be allocated per-share, per-day, and
Reed will not be able to receive a special allocation of $100,000 of profit.
Reed may satisfy his objective in several ways. First, he
may use a partnership or an LLC as the operating entity for
his venture. If Reed’s interest is 5%, he may still receive a
special allocation of the first $100,000 of profits, which
allocation may be matched with a priority distribution of
cash flow. Although all allocations other than this first
$100,000 will follow the 5/95 ownership split, and would
therefore appear to be general allocations that do not need
to satisfy the substantial economic effect test, the priority
profit and cash-flow allocation will mean that Reed’s
interest is more than 5%. As a result, the LLC operating
agreement or the partnership agreement would need
provisions to ensure that all allocations satisfy the
substantial economic effect test.

Of course, there are other ways to allow
one individual to receive some economic
benefit not enjoyed by others. These
other ways have their own tax conse
quences. This Case Study focuses on the
allocation issue as a way to achieve
Reed’s goals and does not necessarily
address all other possibilities to achieve
Reed’s goals. For example, Reed could
receive a guaranteed payment for
services.

An LLC will allow Reed to be the managing member with the investors functioning as passive non
manager members. Similarly, a partnership may be structured with Reed as the sole general partner and the
investors as limited partners. Either alternative would allow Reed to control the management of the
venture. However, to limit his personal liability, Reed will best be served by use of an LLC.
Reed may seek to replicate the benefits of a partnership (or LLC) special allocation by use of debt in the S
corporation’s capital structure. If Reed loans the corporation $100,000, and contributes $400,000 in
exchange for stock, he will acquire a priority on corporate cash flow to repay his debt. Reed’s stock
ownership will be 4.04% ($400,000/$9,900,000) and he will be entitled to a slightly lower profit share and
share of distributions made with respect to stock (rather than debt).
It has often been suggested that shareholder loans create priorities to cash flow of an S corporation that
have some characteristics of special allocations in partnerships. Although there is some truth to this
statement, Reed’s goals may best be met by use of a limited partnership or an LLC. For liability protection
reasons, the LLC appears to be the best choice.
It is important fo r Reed to recognize that the priority rights to cashflow and income that he proposes will
create a special allocation in a partnership or an LLC, notwithstanding the fa c t that all other distributions
and profit and loss allocations will be in the 5/95 ratio o f initial contributions. Thus, the LLC operating
agreement will need to be drafted with the substantial economic effect test in mind, and capital accounts
will need to be maintained in accordance with the §1.704-1(b) regulations.
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CASE STUDY 3-2: USING SPECIAL ALLOCATIONS
Facts:
Gina McWater proposes to purchase several apartment complexes in an area that has very high occupancy
rates and has significant investment potential for income producing real property. Gina has identified
prospective investors for her projects and she has received the following feedback from the investors:
1.
Many of the investors are interested in tax losses; some have concerns about passive loss
limitations but others state that they have sufficient passive income to absorb passive losses.
[Because the average lease term will exceed 30 days and there will be no extraordinary services
provided, the apartments will be subject to the automatic passive classification under the §469
regulations. Some of the investors may qualify as real estate professionals as that term is defined in
§469(c)(7), which will exempt them from the automatic passive rule for real estate rentals, but Gina
proposes to be the sole manager of the venture so that none of the investors could satisfy a material
participation test with respect to the ventures].
2.
The investors are willing to commit sufficient initial capital to support at least a 20% down
payment on all income producing properties.
In addition to the above information, Gina notes that financial institutions in the area will loan on a
nonrecourse basis if the borrower makes a 20% or greater down payment and if the property supporting the
loan is income-producing real estate. This is so because the vacancy rate on an apartment complex is
approximately 6%. All prospective investors insist that their liability be limited to their investment and not
include any liability for borrowings of the venture. Gina insists on managing the venture and all of the
investors are willing to allow her to do so.
Discussion:
There are several factors that suggest that a limited partnership or an LLC are the only viable entity choices
for this fact pattern. First, the investors are interested in “special allocations” of losses, that is, the deal may
sell better if the investors are promised a share of losses that exceeds their proportionate ownership shares.
Second, to have sufficient tax basis to claim any losses that flow through, the investors must be able to
include any nonrecourse borrowings of the entity in the basis of their ownership interests. We have
discussed the first point in depth in the text of this chapter. The second issue has not been discussed in the
text, but the relevant aspects of this issue will be reviewed in the discussion accompanying this Case Study.
It should be clear that a C corporation is not a possible option for this fact pattern. The investors not only
want tax losses to pass through to their personal tax returns, but it should be implicit that the investors do
not want to incur two levels of tax as would occur in a C corporation.
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If the investment is to be conducted through a flow-through entity, we have three options to consider:
1.

An S corporation.

2.
A limited partnership (a general partnership is ruled out because the investors will not
participate in management and insist that their liability be limited).
3.

A limited liability company.

There are two problems with use of an S corporation. First, allocations of profit and loss from an S
corporation must be per-share, per-day, that is, they must be proportionate to ownership interests.5 It is not
possible to make special allocations of losses to one or more of the owners. Second, even if the investors
were willing to accept a proportionate share of losses of the entity, they will quickly run out of tax basis to
claim those losses, notwithstanding the ability to clear any passive loss hurdle. Section 1366(d) states that
shareholders may not take any loss from an S corporation into account in determining their taxable income
unless they have sufficient basis in stock and debt of the S corporation. A shareholder has basis in debt of
the S corporation only if that shareholder has made the loan. Because Gina (and the investors) proposes to
borrow from a third-party financial institution and not from the shareholders (who would not want to risk
the capital), the shareholders’ basis for loss purposes will be limited to their stock investment. This basis
will not allow for substantial tax losses to be claimed.
Subchapter K permits special allocations to be made,
A limited partnership or an LLC will allow
provided the allocations satisfy the substantial
for allocations of losses disproportionate to
economic effect test of §704(c). Also, §752(a) states
ownership and will also make it easier to create
that an increase in a partner’s share of partnership
tax
basis so that those losses may be claimed
liabilities shall be treated as a contribution of money
on investors’ tax returns.
from the partner to the partnership. This is an
“aggregate” approach to liabilities of a partnership
because it creates the fiction that the individual partners borrowed funds themselves and then transferred
the borrowed funds to the partnership. Thus, partners will be entitled to additional tax basis for their share
of borrowings of the partnership. Section 704(d) limits a partner’s ability to claim losses from a partnership
to that partner’s basis in his interest. This is similar to § 1366(d), except that a partner will have additional
basis for borrowings of the entity from third parties.
The §752 regulations provide detailed rules with respect to how partners determine their share of liabilities
of the entity. Those rules are beyond the scope of this Case Study, but it is necessary to mention that
partners’ shares of a nonrecourse liability are determined in a very flexible and favorable (for tax basis
purposes) manner. Whether the entity be structured as a limited partnership or an LLC, the investors will be
able to increase their tax basis for nonrecourse loans incurred by the entity.
The fact that Gina wants to manage the entity should not suggest that a limited partnership is more
favorable than an LLC. If a limited partnership is the chosen form, and Gina is named as the general
partner, she will, by definition, manage the entity. However, Gina will also have unlimited liability as a

5Sections 1366(a)(1) and 1377(a)(1).
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general partner. It would then be advisable for Gina to use a corporation (S corporation for flow-through
benefits) or an LLC as the general partner. Of course, in most states an LLC must have at least two
members, so that a corporate general partner would probably suit Gina’s needs more than an LLC as the
general partner.6
If an LLC is selected, Gina may be named as the managing
member and the investors would be named as nonmanaging
members. For example, the operating agreement may specify that
there will be class A and class B members, and that management
authority is vested in the class A interest.

Both the limited partnership and
LLC forms allow Gina to be the
manager of the venture.

The optimal solution is likely to be an LLC because Gina may achieve limited liability without the need to
establish a corporate general partner. The costs of establishing the LLC will be greater than “normal”
because the operating agreement must satisfy the requirements of Regs. §1.704-1(b) for the special loss
allocations to satisfy the substantial economic effect test. Because the investors want limited liability, the
alternate test for economic effect should be met. This test does not require assumption of an obligation to
restore a deficit capital account balance on liquidation of an owner’s interest. The economic effect test will
apply only to the recourse deductions generated by the entity. Because the entity proposes to borrow on a
nonrecourse basis, some of the deductions may be nonrecourse. Such deductions may be allocated by
agreement provided the “deemed in accordance with the partners’ interests” test of Regs. §1.704-1(b) is
met. Satisfying this test will require some additional wording in the operating agreement.

The venture will incur
additional professional costs
to satisfy the substantial
economic effect and be
deemed in accordance with
the partners’ interest test of
the §704(b) regulations.

Please see the Appendix to this chapter (page 60) for a more detailed
discussion of how recourse and nonrecourse deductions may be
allocated by agreement. In this Case Study, it is sufficient to note that
the limited partnership or LLC form allow such allocations, but that
additional complexity will be added to the partnership agreement or
LLC operating agreement, adding additional costs to the formation of
the entity. Also, the CPA should be involved in satisfying the capital
account maintenance requirements of Regs. §1.704-1(b), which may
add some complexity to the annual accounting work.

6 Note that if Gina's state allows one member LLCs, she could use a single-member LLC and take advantage of the
provisions of Regs. 301.7701-3(b)(1)(ii) which treats a single (individual) member LLC as a proprietorship for tax purposes.
These regulations are effective for entities formed after 1996.
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CASE STUDY 3-3: ALLOCATIONS WITH RESPECT
TO PRECONTRIBUTION GAIN OR LOSS
Facts:
Paul and Katie intend to form an entity with Paul contributing depreciable property with a fair market value
of $300,000 and a tax basis of $100,000 and Katie contributing $300,000 of cash. The parties intend that all
tax items will be shared equally. Each owner will receive a 50% interest, proportionate to the value of the
property contributed to the entity. Paul's property may be assumed to be depreciated at the rate of 20% each
year for book and tax purposes.
The entity will operate a business in which Paul’s contributed property will be used. Both Paul and Katie
would like the entity to limit their personal liability to the amount that they have invested, and they want to
avoid two levels of tax. Both owners will actively manage their investment in the business. They anticipate
that the business will produce immediate profits, so that the ability to include entity borrowings in tax basis
for the purpose of claiming tax losses is not expected to be an issue.
Discussion:
Paul and Katie should consider an S corporation and an LLC. A general partnership would not be
appropriate because both owners want to limit their personal liability. Of course, an LLC may not be a
choice in all states depending on what type of business Paul and Katie intend to operate. A limited
partnership is not viable because both owners want to actively participate in management.
Because all profits and losses are to be split equally, in proportion to ownership interests, there is no need
to consider the benefits available from special allocations in the LLC form. However, Paul and Katie need
to be aware of the mandatory §704(c) allocations with respect to Paul’s contributed property. These
allocations may be favorable or unfavorable, based upon how the parties view the costs and benefits.
Section 704(c), applicable to partnerships and LLCs taxed as partnerships, requires that allocations
attributable to property contributed to a partnership with a fair market value different than its tax basis take
into account the precontribution gain or loss. This means that when such property is sold by the partnership,
the contributing partner must be allocated any portion of the gain or loss that relates to precontribution gain
or loss. Also, if the property is depreciable, deductions for cost recovery must be allocated giving
consideration to precontribution gain or loss. How this may be done will be illustrated below. But for now,
it is important to understand the following costs and benefits of such an approach:
1.

The partner who did not contribute §704(c) property (Katie in our example) will receive a
tax benefit (detriment) when contributed property has precontribution gain (loss). For
example, if Paul’s property is sold shortly after formation of a partnership, the entity must
report a $200,000 gain.7 Without §704(c), both Paul and Katie will recognize 50% of this

7Section 723 states that the partnership's basis shall be the contributing partner's basis.

55

CHAPTER 3
gain (per their proposed agreement). Thus, Katie suffers a tax detriment because she must
report gain that is properly attributable to Paul’s holding the property, and not to any gain
that occurred when the partnership held the property. Because the partnership’s depreciable
basis for Paul’s property is only $100,000, Katie also suffers a detriment because cost
recovery deductions are based on the depreciable basis and not the fair market value of the
contributed property (note that Katie gave Paul credit for a $300,000 contribution).

Section 704(c), which relates to allocations of income, deduction, gain, and loss attributable to
property contributed to a partnership with a fair market value different than its tax basis, is
mandatory and overrides any agreement among the partners. It can be good if it more
properly allocates items in accordance with the economics of a deal, but it can be bad if the
compliance costs are very high. S corporations avoid §704(c) allocations entirely. Whether
the S corporation or the partnership approach to such allocations is best depends on facts
and circumstances.
2.
Subchapter S requires that all allocations be made per-share, per-day. Thus, if Paul and
Katie form an S corporation, the detrimental result (to Katie) shown in the preceding paragraph will
occur. Such a result may be avoided if the transfer is to an LLC.
3.
The ability to avoid the detriment to the noncontributing owner if the transfer is to an LLC
will come at a compliance cost. It is not easy to account for many §704(c) allocations, and the LLC
may expect that professional fees to prepare a tax return will be higher when complex §704(c)
allocations are involved.
To illustrate point 3, and also to show how the detriment to Katie may be avoided by use of an LLC, let’s
review how §704(c) will affect the proposed property transfer.
Section 704(c) allocations may best be understood by comparing book and tax adjustments to capital
accounts when property is contributed with a fair market value different than its tax basis.
Book capital accounts will be recorded by crediting each partner with the fair market value of contributed
property. Tax basis capital accounts will be recorded by crediting each partner with the basis of property
contributed. Thus, initial capital accounts are (000s dropped).
BOOK

Initial Contribution

Paul
300

TAX
Katie
300

Paul
100

Katie
300

Book cost recovery deductions are based on the fair market value of the property; tax cost recovery is based
on the partnership's tax basis for the property, which will carry over from Paul. Thus, (dropping all 000s),
book cost recovery is $60 each year and tax cost recovery is $20 each year.
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As discussed in the text of this Chapter 3, Regs. §1.704-3 provides three alternative methods of making
§704(c) allocations — the traditional method, the traditional method with curative allocations, and the
remedial method.
The traditional method will split book depreciation
The regulations provide for three ways to
equally, as provided in the agreement between Paul and
make §704(c) allocations. Generally, the
Katie. Tax depreciation will be allocated to Katie up to
the amount of her book depreciation.8 Because tax
taxpayer may choose any of the three, or
may choose some other method. However,
depreciation is only $20 each year, it is not possible to
whichever method is used, it must be
make an allocation of the $30 book depreciation to Katie.
reasonable.
The "ceiling" rule applies in this example because tax
depreciation is insufficient to fully compensate the
noncontributing partner for the depreciation that she would have received had the property been contributed with
fair market value equal to basis. The ceiling rule means that one cannot allocate more tax items than exist. The
ceiling rule problem shown in this example may be corrected with a curative allocation or a remedial allocation,
both discussed below.
After the first year, and assuming no income or loss from operations, the capital accounts would be:
BOOK

Initial Contribution
Year 1 Depreciation
End Year 1

Paul
300
<30>
270

TAX
Katie
300
<30>
270

Paul
100
-0100

Katie
300
<20>
280

The traditional method creates a disparity of $10 between Katie's book and tax capital accounts.
The traditional method with curative allocations allows the partnership to make an allocation for tax
purposes that differs from a corresponding allocation for book purposes.9 The application of the ceiling rule
to Paul and Katie’s situation resulted in an allocation of depreciation for tax purposes to Katie that differed
from a corresponding allocation of book depreciation ($20 for tax and $30 for book). The disparity may be
"cured" by an item allocation of some related items of partnership income or deduction. For example, the
partnership could allocate additional depreciation from other partnership property to Katie. Alternatively,
the partnership could allocate additional income to Paul. Either allocation may cure the disparity created by
the ceiling rule as applied to the traditional method.
Tax depreciation creates a tax benefit for the partner to whom such depreciation is allocated. If the traditional
method cannot fully cure the §704(c) disparity between book and tax items, the noncontributing partner may
have another item of deduction allocated to him or her (resulting in a tax benefit) or the agreement may allocate
items of income away from such partner (avoiding the tax detriment of the income).

8 Regs. §1.704-3(b)(1).
9 Regs. §1.704-3(c)(1).
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Regs. §1.704-3(c)(3)(iii) requires that a curative allocation have substantially the same effect on the
partner's tax liability as the item limited by the ceiling rule. A curative allocation of an item of ordinary
income or loss with a separately stated item may not be reasonable under this rule.
L et’s assume that the partnership has an item of ordinary incom e (from operations) o f $20 to
allocate betw een Paul and Katie. Recall that when the traditional m ethod is used, the incom e is
split equally betw een Paul and Katie for both book and tax purposes. C apital accounts at the end
o f Y ear 1 then appear as:
BOOK

Initial Contribution
Income Item
Year 1 Depreciation
End Year 1

Paul
300
10
<30>
280

TAX
Katie
300
10
<30>
280

Paul
100
10
-0-

Katie
300
10
<20>
290

no

Without any curative allocation, Katie's book and tax capital accounts differ by $10, the same difference
found above (without the income item).
The curative allocation would be designed to equate Katie's book and tax capital accounts, requiring a shift
of $10 of income from Katie to Paul for tax purposes. Because the traditional method would split the
income equally, the effect of the curative allocation is to allocate to Paul the entire $20 of income. Capital
accounts then appear as follows:
BOOK

Initial Contribution
Income Item
Year 1 Depreciation
End Year 1

Paul
300
10
<30>
280

TAX
Katie
300
10
<30>
280

Paul
100
10
-0110

Katie
300
10
<20>
290

The income item allocation has eliminated the difference between Katie's book and tax basis capital
accounts. Note that if we continued to make the same allocations for each of the first five years, Paul's tax
and book basis capital accounts would equal $200 at the end of Year 5, and Katie's tax and book basis
capital accounts would also equal $200 at the end of Year 5. If the property contributed by Paul were sold
at the end of Year 5, no §704(c) allocation would be required because the disparity had been fully
eliminated by the traditional allocation of depreciation and the curative allocation of income.
The difficulty in using the curative method is that the item used to cure the defect created by the ceiling rule
must be of the same tax character as the item being cured. That is, it is not appropriate to use a §1231 gain
to cure a cost recovery item. The partnership may not have sufficient items of the same character to cure a
ceiling rule item. To deal with this possibility, Regs. §1.704-3 permits use of the “remedial method.” A
remedial allocation involves the creation of a “notional” item to cure the ceiling rule problem.
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The difference between the remedial method and the
curative allocations is that the remedial method allows
the partnership to simply invent an allocation, solely
for tax purposes, to offset the ceiling rule problem.
Because the partnership cannot actually invent net
income or deductions, the notional items of income
and deduction must add to zero. For example, let’s
assume that the partnership formed by Paul and Katie
did not have any items to cure the ceiling rule concern
of the traditional method. The capital accounts using
the traditional method appeared as follows:

Remedial allocations allow the partnership
to simply make up an item that cures a
ceiling rule problem.
If one partner
receives an allocation of a notional item of
income, other partners must receive an
offsetting allocation of notional items of
deduction.

BOOK

Initial Contribution
Year 1 Depreciation
W ithout Remedial Allocation

Paul
300
<30>
270

TAX
Katie
300
<30>
270

Paul
100
-0100

Katie
300
<20>
280

The remedial method would involve the creation of a $10 item to cure the ceiling rule problem. This will
require an allocation of a $10 tax deduction to Katie and an offsetting $10 income allocation to Paul. There
is no book entry made and the notional items will have no effect on the basis of partnership assets. Capital
accounts then appear as follows:
BOOK

Initial Contribution
Remedial Allocation
Year 1 Depreciation
W ith Remedial Allocation

Paul
300
<30>
270

TAX
Katie
300
<30>
270

Paul
100
10
-0110

Katie
300
<10>
<20>
270

If both the depreciation adjustment and the remedial adjustment are made for the remaining four years of
the depreciable life of Paul’s property, book and tax capital accounts will be $150 for both of the partners.
Considerable labor has been expended in this Case Study to show how §704(c) takes into account the
difference between fair market value and tax basis of Paul’s contributed property. While the results may
well be more fair to Katie, they come at a cost to both Paul (who suffers a tax detriment to offset Katie’s
benefit) and to the partnership (professional fees to handle the labor shown in the Case Study).
An S corporation may be desirable in certain cases to avoid the §704(c) complications shown above. Of
course, whether it is better to live with §704(c) in an LLC or to select the S corporation form depends on
the parties involved. The practitioner needs to discuss this issue with Paul and Katie, together with other
differences between the S corporation and LLC form. Ultimately, it is the owners’ decision what to make of
the information provided by the CPA.
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APPENDIX — ALLOCATIONS IN FLOW-THROUGH ENTITIES

S CORPORATION ALLOCATIONS
General Rule
Section 1366(a)(1) states that, in determining his tax liability, each shareholder of an S corporation shall
include his pro rata share of all ordinary income or loss and all separately stated items of S corporation
income or loss. Section 1377(a)(1) defines the shareholder’s pro rata share to be determined by assigning
income to each day of the year and then dividing the portion assigned to each day by the shares outstanding
on that day. Thus, all items are shared on a per-share (proportionate to ownership), per-day (proportionate
to the number of days on which stock was held) basis.
Exception — Termination o f a Shareholder’s Interest
Section 1377(a)(2) allows an S corporation to “close the books” when a shareholder has completely
terminated his interest in the corporation. If the books are closed on the date of termination, tax items are
still allocated on a per-share, per-day basis, but the allocation is made as if the corporate year consists of
two years.
EXAM PLE: Jackson C orporation, an electing S corporation, reports $100,000 of income
for the tax year. Joe Jackson owned 10% o f the stock until he sold all o f his interest to
Sam Shoeless. The sale occurred exactly one-fifth of the way through the year. U nder the
general rule, $10,000 of incom e will be allocated to the 10% interest for the tax year.
Because Joe held the stock for one-fifth o f the year, he will report $2,000 o f that income
and Sam w ill report the other $8,000. If the exception applies and the books are closed on
the date of sale, the corporation w ill need to determ ine the incom e or loss for the first onefifth of the year. If that incom e is $15,000, Jo e ’s share of income for the term ination year
is $1,500 (10% of $15,000). Sam ’s share o f income is $8,500 (10% o f the incom e earned
in the second tax year). No shareholders other than Sam or Joe w ill be affected by the
m ethod of allocation selected.
The closing of the books is available only if the following two conditions are satisfied:10
1.
A shareholder’s interest has been com pletely term inated during the S corporation’s
tax year; and,
2.

An election is made to close the books.

10 Section 1377(b).
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For tax years beginning before January 1, 1997, the election to close the books m ust be made by
the S corporation and all o f its shareholders, including those shareholders who are not directly
affected by the election. [O ther than the shareholder who term inated his interest and the
shareholder(s) who acquired that interest, no other shareholder’s share of the corporate incom e or
loss w ill be affected by the election].
For tax years beginning after December 31, 1996, the election to close the books is made by the S
corporation and the shareholders who are affected by the election. That is, the post-1996 election is made
only by the shareholder whose interest is terminated and all shareholders to whom such shareholder has
transferred shares during the year.
Termination o f S Election
The above discussion relates to an S corporation that qualifies throughout the year. If the S
election is term inated during the tax year, a short period return is filed as an S corporation and a
short period return is filed as a C corporation. The S year ends the day before the term ination is
effectiv e.11
Generally, § 1362(e)(2) requires that all items be allocated pro rata between the two years. The S
shareholders then share items attributable to the S year on a per-share, per-day basis. Section 1362(e)(3)
allows an election to close of the books with items allocated between the S year and the C year using
normal tax accounting principles. This election must be made by all shareholders in the S year and all
shareholders as of the first day of the C year.12

PARTNERSHIP AND LLC ALLOCATIONS
General Rule
Section 704(a) states the general rule that distributive share items of a partnership shall be allocated in
accordance with the partnership agreement. However, there are several situations in which the CPA will
not be able to rely upon the partnership agreement when determining a partner's distributive share. These
situations are described in the following Sections.

11 Section 1362(e)(1).
12 The election to close the books is also available when a shareholder in an S corporation terminates his entire interest.
For years beginning after 1996, § 1377(a)(2) allows such an election to be made by consent of the terminated shareholder and the
party to whom shares were transferred by the terminated shareholder. That is, there is no need to obtain the consent of
shareholders not affected by the election to close the books. However, § 1362(e)(3)(B) requires that when the S election is
terminated, the election to close the books must be made by all S shareholders and all C corporation shareholders because they
will all be affected by the election.
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Exception — No Partnership Agreement
If there is no agreem ent as to how distributive shares w ill be determ ined, the allocations m ust
follow each partner’s "interest in the partnership."13 In theory, a p artn er’s interest is sim ilar to an
S corporation shareholder’s stock ow nership. In practice, each partn er’s interest is determ ined
using all facts and circum stances, and it may be quite difficult to determ ine p artn ers’ interests.
Exception — Tax Law May Not Respect the Partnership Agreement
Even if the partnership agreement specifically provides for the determination of each partner's distributive
share, there are several situations in which the agreement will not control the determination of the partners'
distributive shares. We will examine the following three situations in which the tax law may override a
partnership agreement.
1.
If the partnership agreement determines distributive shares other than by use of the partners'
interests in the partnership, the agreement will be respected only if the allocations have substantial
economic e f f e c t . An allocation that does not follow the partners' interests is called a special
allocation.
2.
Distributive share items attributable to property contributed to the partnership with a value
that differs from its tax basis must be allocated among the partners to take account of the difference
between value and tax basis. Partnerships that make special allocations must be aware that the
§704(c) rules will, if applicable, override special allocations even if the substantial economic effect
test is met.
3.
The so-called "family partnership" rules o f §704(e) may restrict the distributive
share of a "donee" partner. If a partnership interest is acquired by gift, the donee's
distributive share may not be proportionately greater than the donor's distributive share,
with each partner's share m easured in relation to capital. A lso, the donee's distributive
share m ust be determ ined after reasonable com pensation has been paid to the donor for
any services provided to the partnership. Any interest acquired from a spouse, ancestors,
lineal descendants, or trusts for the prim ary benefit o f such persons, will be deem ed to be
acquired by gift for this purpose, even if fair consideration is paid.
When the Tax Law Respects Special Allocations — Section 704(b)
A "special allocation" refers to one w hich is not in accordance w ith the partner's interest in the
partnership. Thus, a special allocation is one which does not follow the general allocation rule.

13 Section 704(b)(1).
14 Section 704(b)(2).
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EXAMPLE: Lynn and Jackie form the JL partnership, each contributing $100,000. If the interests
of both Lynn and Jackie are 50%, then an allocation of all items of partnership income and loss
50% to Lynn and 50% to Jackie would be a general allocation. Any other allocation would be a
special allocation.
Since these optional allocations provide the opportunity to shift tax consequences among the partners, there
are detailed rules intended to deny the validity of an allocation that is inconsistent with economic reality.
Stated simply, the tax and economic consequences of the allocation must match. Practically, the mechanics
of the substantial economic effect test must be met if the allocation is one of "recourse" deductions. If the
allocation is of "nonrecourse" deductions, it may be deemed to be in accordance with the partner's interest
if certain requirements are satisfied.
The requirement that a special allocation has "substantial economic effect" is intended to ensure that the
partner to whom loss or deduction is allocated is the one who bears the economic burden associated with
that item. Similarly, the partner who has income allocated to him or her should be the one who receives the
economic benefit associated with that income.
Practically, it may be quite difficult to match income and loss with the party receiving the benefit or burden
associated with that item. This is particularly true when items of tax income or deduction are not associated
with an immediate and recognizable economic benefit or burden. For example, cost recovery deductions
are not often matched with an equivalent decline in the value of a depreciable asset.
The §704(b) regulations deal w ith the difficulty in m easuring and tracing econom ic benefits and
burdens by use of several fairly objective tests and through use of "safe harbors" for the more
subjective parts of the substantial econom ic effect test. The regulations m ust make some
concessions to adm inistrative convenience. Thus, with appropriate deference to the regulations,
substantial econom ic effect is defined to exist when the partnership agreem ent satisfies certain
tests, even if the practitioner may identify circum stances in w hich the link betw een the tax
allocation and the econom ic effect seems to be tenuous.
Two-Part Test to Satisfy the Substantial Economic Effect Test
To satisfy the substantial economic effect test, an allocation must satisfy two separate tests. First, the
allocation must have economic effect. Then, the economic effect must be substantial. We will consider
each part separately.
Economic Effect
Generally, economic effect will exist if the partnership agreement contains three provisions:15
1.
Partnership capital accounts are maintained in accordance with specific rules contained in
the §704(b) regulations.

15 Treas. Regs. § 1.704-1(b)(2)(ii)(a).
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2.
Throughout the term of the partnership, distributions from the partnership in liquidation of a
partner's interest must occur in accordance with positive capital account balances.
3.
A partner who has a negative balance in his or her capital account, determined as of the date
of liquidation of his interest, must contribute assets to the partnership to eliminate the deficit.
The third requirem ent, that a partner w ith a deficit capital account balance restore such deficit, is
the m ost troublesom e to lim ited partners and members of lim ited liability com panies. H ow ever,
as long as an allocation does not create a deficit capital account balance w hich a partner has no
obligation to restore, and provided one other provision is included in the partnership agreem ent,
the third requirem ent may be waived.
To w aive the third requirem ent, the partnership must satisfy the alternate test fo r econom ic
effect, w hich requires that the first tw o parts o f the three requirem ents are part o f the partnership
agreem ent, and that the agreem ent contain a qualified income offset. B asically, a qualified incom e
offset acts to ensure that a partner w ill not have a deficit capital account balance for which he has
no obligation to restore.
Substantiality
In addition to satisfying the economic effect test, the economic effect of an allocation must be substantial.
This means that the allocation must substantially affect the dollar amounts to be received by the partners,
independent of tax consequences.16
It is not clear how the IRS would interpret the term "substantially" in this context. Treasury regulations do,
however, describe three situations in which the economic effect of an allocation will not be substantial.
One requires a present value analysis of economic benefits and burdens resulting from an allocation. The
others deal with abusive allocations which are designed to shift tax consequences either within one time
period (shifting allocations) or across multiple time periods (transitory allocations).
Consequence o f Failing the Substantial Economic Effect Test
If either the economic effect or the substantiality test fails, the tax items must be reallocated in accordance
with the partners' interests in the partnership. As mentioned earlier, measuring a partner's interest may be a
difficult task.
Nonrecourse Deductions: Allocations "Deemed" in Accordance with Partners' Interests
The preceding discussion, dealing with the substantial economic effect test, applies only to recourse
allocations. Stated generally, recourse allocations refer to those allocations that are not financed by
nonrecourse borrowings of the partnership. Any deductions financed by nonrecourse borrowings are
nonrecourse deductions. Because no partner bears the risk of loss associated with nonrecourse borrowings,

16 Treas. Regs. § 1.704-1(b)(2)(iii)(a).
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the link between allocating a deduction to the partner who suffers the detriment associated with the
deduction is severed and there can be no economic effect associated with nonrecourse deductions.
Because of the lack of economic effect for such allocations, the regulations allow significant flexibility in
allocations of nonrecourse deductions. That is, it is somewhat arbitrary as to who receives an allocation of
deductions for which no partner will suffer an economic detriment. Thus, the regulations adopt the practical
approach of allowing flexibility.
Nonrecourse Deductions Defined
A nonrecourse deduction arises only in a year in which the partnership's "minimum gain" increases.
Minimum gain is defined as the excess of partnership nonrecourse liabilities over the basis of the property
securing the nonrecourse debt. Under §1001, the relief of liabilities as part of a sale or exchange transaction
is treated as sale proceeds. Thus, if the partnership simply allows nonrecourse creditors to take property in
exchange for the partnership's debt obligation, the balance of the nonrecourse debt would be the minimum
"sale" proceeds. If the balance of the nonrecourse debt exceeds the basis of property securing that debt, that
excess will be the minimum amount of gain recognized from a sale or exchange.
EXAMPLE: The XYZ partnership owns a building with a basis of $800,000 and that is subject to
a $1.2 million nonrecourse debt. Even if the property is valued at only $500,000, XYZ will
recognize a gain of $400,000 if it walked away from the property and allowed the creditor to take
the property in satisfaction of the nonrecourse debt. Thus, the minimum gain is $400,000. If the
partnership depreciates the property at the rate of $50,000 each year, and the principal balance of
the nonrecourse note remains unchanged (that is, if it is interest-only), the minimum gain will
increase by $50,000 each year. Then, the $50,000 depreciation deduction would be classified as a
nonrecourse deduction.
Partnership minimum gain may arise in several circumstances. If the partnership purchases property with
nonrecourse financing, cost recovery deductions will typically reduce the basis of the property at a rate
faster than the principal reduction of the note. After the passage of some time, the partnership may find that
the amount of the debt exceeds the adjusted basis of the property, creating nonrecourse deductions.
The partnership may also create nonrecourse deductions by a refinancing of property that has appreciated in
value. If proceeds of a nonrecourse refinancing are not used to improve partnership property, and thereby
increase the basis of partnership property, minimum gain may be created or increased.
Allocations o f Nonrecourse Deductions
Because no partner bears the risk of loss associated with
nonrecourse deductions (the nonrecourse creditor bears that risk), it
is somewhat arbitrary how allocations of such deductions should
be made. Thus, the regulations permit the partnership to allocate
nonrecourse deductions in such a way that they will be "deemed"
to be in accordance with the partners' interests. If the allocation
follows the partners' interests, then it need not satisfy the
substantial economic effect test.

Nonrecourse deductions cannot
satisfy the substantial economic
effect test, but may be “deemed”
to be in accordance with the
partners’ interests and therefore
respected.
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To satisfy the "deemed" in accordance with the partners' interest test, the partnership agreement must
contain the following three provisions:17
1.

Capital accounts are maintained in accordance with the §704(b) regulations.

2.
Liquidating distributions, throughout the term of the partnership, follow ending capital
account balances.
3.

The partnership agreement contains a minimum gain chargeback.

In addition to the three provisions listed above, it is also necessary that the allocation be reasonably
consistent with a recourse allocation that satisfies the substantial economic effect test.18
Section 704(c) Allocations
For contributions of property, a partnership is required to make tax allocations which prevent pre
contribution gains or losses from being shifted to the noncontributing partner.19 Specifically, the
partnership must allocate income, gain, loss, and deduction with respect to contributed property "so as to
take account of the variation between the basis of the property and its fair market value at the time of
contribution."20
The general purpose of §704(c) is to ensure that the partner who
contributes property with a built-in gain or loss is allocated that
portion of a recognized gain or loss attributable to the pre
contribution gain or loss.
Section 704(c) is complicated by the need to adjust allocations, such
as depreciation, that arise before the property is sold. Section 704(c)
allocations are also complicated when tax items arising from a sale
are insufficient to adequately compensate for the disparity between
fair market value and tax basis of contributed property.

Section 704(c) allocations are
mandatory. Therefore, the practi
tioner must be familiar with the
methods of making such allocations.
Case Study 3-3 (see page 55) shows
how to make such allocations,
including a comparison with S
corporation
allocations
with
respect to the same property.

When Section 704(c) is Not Required
The regulations allow the partnership to disregard the principles of §704(c) if the following requirements
are satisfied:21
1.
For each item of contributed property, the fair market value does not differ from the
adjusted basis by more than 15% of the basis; and,
17 Regs. § 1.704-1(b)(2)(ii)(b).
18 Regs. § 1.704-2(e)(2).
19 Sec. 704(c).
20 P.L. 98-369, Tax Reform Act of 1984.
21 Regs. §1.704-3(e).
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2.
The total disparity between fair market value and tax basis of all properties contributed
during the year does not exceed $20,000. For this purpose, positive and negative differences must
be summed, that is, they may not be netted.
EXAMPLE: Two items of property are contributed to a partnership during the year. One has a
fair market value of $100,000 and a tax basis of $89,000; the other a fair market value of $99,000
and a tax basis of $110,000. Both properties satisfy test 1 above. However, the combined disparity
is $22,000. The small disparity rule does not apply, and both properties are subject to §704(c). This
is so even though the total fair market value and total tax basis of the two contributed properties are
equal ($199,000 total fair market value and basis).
Grouping Contributed Properties
Generally, the partnership must account for the disparity between fair market value and tax basis item-byitem. This requirement can be an incredible burden when a partner contributes numerous assets, and may
require an appraisal of each asset.
The regulations allow items, other than real property, that fall into the same general asset classification to
be aggregated as a single item for §704(c) purposes. For example, contributions of items within the 7-year
recovery class can be aggregated. Also, all property (other than real property) with a zero basis and certain
inventory items may be aggregated.22
Three Methods Specified by Regulation
The three methods of making §704(c) allocations specified in the regulations are
1.

The traditional method.23

2.

The traditional method with curative allocations.24

3.

The remedial allocation method.25

We will briefly describe each of the three methods, and then use a common fact pattern to illustrate the
differences between each of the methods.
The Traditional Method
The traditional method is so-named because it is the method most commonly used before the issuance of
the regulations. Before the 1984 Tax Act, §704(c) allocations were elective; after the 1984 Act such
22 Regs. §1.704-3(e)(2).

23 Regs. §1.704-3(b).
24 Regs. §1.704-3(c).
25 Regs. §1.704-3(d).
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allocations were required. However, the long delay between the passage of the 1984 Act and the issuance
of regulations required practitioners to adopt some reasonable method of making §704(c) allocations. The
traditional method was the method of choice for most practitioners.
In the traditional method, the partnership first records each partner's contribution at fair market value net of
liabilities. This entry is referred to as book basis capital accounts. Tax basis capital accounts are recorded at
the adjusted tax basis of contributed properties reduced by any liabilities transferred.
The difference between the book basis and tax basis capital accounts represents the amount that is subject
to §704(c) allocations. That is, it is only when the fair market value and tax basis of contributed assets is
not the same that there is a disparity to deal with through §704(c).
After recording the book and tax basis
property should attempt to provide the
have received had the tax basis and
allocation, based on fair market value,
the noncontributing partner.

capital accounts, the §704(c) allocations with respect to contributed
noncontributing partner with the same tax allocation that she would
fair market value of the property been equal. That is, the book
and tax allocation, based on carryover basis, should be the same for

The Traditional Method with Curative Allocations
The traditional method for a §704(c) allocation is believed by some to be deficient when the "ceiling" rule
applies. We will soon present an example in which the tax basis of contributed property is insufficient to
allocate an amount of depreciation to the noncontributing partner equal to what such partner would have
received if the property had a contributed basis equal to its value. Because the available tax depreciation is
a "ceiling" on the amount that may be allocated, the noncontributing partner then appears to be cheated by
the traditional method.
A curative allocation attempts to "cure" the defect caused by the ceiling rule by making an allocation of some
other item of income or deduction that has the same tax character as the item limited by the ceiling rule.
The following example illustrates the application of the traditional method when the ceiling rule does not
apply. The example is then modified to illustrate the problems created by application of the ceiling rule.
EXAMPLE: In formation of the MJ partnership, Mary contributes $100,000 of cash and Jim
contributes equipment with a basis of $60,000 and a fair market value of $100,000. Assume that the
equipment is depreciated at a rate of 20% each year and it is agreed that all items will be shared
equally. If the property is sold immediately after contribution, the $40,000 gain must be allocated to
Jim. If, however, the equipment is held by the partnership, there must be some adjustment to
depreciation to reflect the low basis, relative to fair market value, which deprives Mary of her fair
depreciation share.
The depreciation can be divided into that reported on the tax return, $12,000 each year (.20 x
$60,000), and that recorded on the basis of fair market value, $20,000 each year (.20 x $100,000).
The allocation to Mary should be one-half of the depreciation as determined using fair market
value, or $10,000. Jim receives whatever amount remains, or $2,000.
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Notice that if the asset is held for five full years, such that it is fully depreciated, the original
$40,000 difference between fair market value and basis has been "equalized" between the partners.
Mary has received tax depreciation allocations of $50,000, and Jim $10,000.
Assigning an extra $40,000 of deductions to Mary has the same effect as assigning the first $40,000
of gain from sale to Jim. If the property is sold for $10,000 after the fifth year, the tax gain of
$10,000 is split equally. If the property is sold after the second year, the depreciation allocations
have given Mary an extra $16,000, such that the first $24,000 of gain is still allocated to Jim.
To see this, let's compare book basis and tax basis capital accounts at different times.

Beginning
Yr 1-2 Dep.
Balance

J Book
100
<20>
80

M Book
100
<20>
80

J Tax
60
<4>
56

M Tax
100
<20>
80

After year 2, Jim's book capital account exceeds his tax capital account by $24 (80-56). This is the
§704(c) adjustment remaining after the first two years’ depreciation adjustments. Now assume the
property is sold for $70. The book gain is $10 (book basis is now $60, after $40 of depreciation).
The tax gain is $34 (tax basis is $60 minus the $24 tax depreciation, or $36).
The first $24 of tax gain is allocated to Jim, the rest is split $5 to each partner. The book gain is
split $5 to each. Notice that Jim's capital account now becomes $85 for book and tax, the same as
Mary's. The partnership should have $170 to distribute (the sale proceeds of $70 plus Mary's cash
of $100, which, for simplicity, we have assumed was not touched), which is split equally. The
following reconciliation of capital accounts shows how the §704(c) disparity is eliminated.

Beginning
Yr 1-2 Dep.
Gain
Distribution
Balance

J Book
100
<20>
5
<85>
-0-

M Book
100
<20>
5
<85>
-0-

J Tax
60
<4>
29
<85>
-0-

M Tax
100
<20>
5
<85>
-0-

If the property is instead held for five years, the capital accounts are $50 all the way across:

Beginning
Yr 1-5 Dep.
Balance

J Book
100
<50>
50

M Book
100
<50>
50

J Tax
60
<10>
50

M Tax
100
<50>
50

Any gain, and cash, from sale would be split equally for both tax and book purposes.
The problem with the traditional method arises when the ceiling rule applies, as shown in the following
variation to the facts of the preceding example.
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EXAMPLE: Assume the same facts as in the preceding example, except that Jim's property has a
tax basis of only $40,000 at the time of contribution. The tax depreciation is then limited to $8,000
each year, and Mary receives all of the depreciation. Even after five years, the full amount of the
704(c) adjustment, which is $60,000 in this variation, is not eliminated. The first $20,000 of gain
($60,000 minus $40,000 already reflected in additional depreciation to Mary) would be allocated to
Jim, even after five years. (You should be able to show that Jim's book capital account is $50,000
after five years, but his tax capital is still $40,000. Mary's book capital account is $50,000, but her
tax capital is $60,000. The sum of the disparities between the book and tax capital accounts,
$20,000, is the 704(c) adjustment remaining after five years.)

Beginning
Yr 1-5 Dep.
Balance

J Book
100
<50>
50

M Book
100
<50>
50

J Tax
40
-040

M Tax
100
<40>
60

The ceiling rule, shown above, led to the adoption of the traditional method with curative allocations as a
possible allocation method for §704(c) purposes.
In the traditional method with curative allocations, any adjustment that cannot be reflected currently
because of the ceiling rule is "cured" with an item allocation that has the same effect on the partners as the
tax items affected by the ceiling rule. For example, an allocation of sales income to offset a depreciation
allocation is permitted, because both items affect ordinary income or loss.
EXAMPLE: Continuing the facts of the immediate preceding example, in which the ceiling rule
applied, the partnership could allocate $4,000 of income to Jim each year in addition to the $8,000
depreciation allocation to Mary. The combined effects of the two allocations would "cure" the
required §704(c) allocation. After five years, Jim's book and tax capital accounts would each be
$50,000, as would be Mary's. To see this, recognize that absent the $4,000 item allocation of
income, both Jim and Mary would have been allocated $2,000 of income. The curative allocation
then gives Jim $2,000 more, and Mary $2,000 less, than would have occurred under the traditional
method. Five years of an additional $2,000 allocation to Jim raises his tax capital account by
$10,000 relative to the prior example; Mary's similarly is reduced by $10,000. Alternatively, the
$8,000 depreciation allocation to Mary, combined with the $4,000 income allocation to Jim, creates
a $60,000 disparity in allocations over five years, the exact amount of the precontribution gain
inherent in Jim's asset.
The capital accounts that follow assum e that the partnership has a $4,000 item of
incom e each year. W ithout the curative allocation, the incom e w ould be allocated
$2,000 to each partner for both book and tax purposes. Thus, in the capital accounts as
shown in the preceding exam ple, both book capital accounts w ould be $60 after five
years (that is, they w ould each be increased by a total o f $10), and Jim and M ary's tax
basis capital accounts w ould be $50 and $70 respectively, having each also been
increased by $10 over five years.

26 Regs. §1.704-3(c).
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The curative allocation would apply for tax purposes only, and would give Jim all $4,000 of income.
After five full years, the partners' book and tax capital accounts are equal and there is no further need to
make §704(c) allocations.

Beginning
"Cure"
Yr 1-5 Dep.
Balance

J Book
100
10
<50>
60

M Book
100
10
<50>
60

J Tax
40
20
-060

M Tax
100
-0<40>
60

The curative allocation seems to fix the problem created by the ceiling rule. H ow ever, one
concern is what item s the partnership can choose to make the curative allocation with. It is clear
that an item of incom e that w ould be classified as part of ordinary incom e or loss can be used.
W hat is not clear is to what extent a separately stated item of incom e can be used. Item
allocations of separately stated item s to cure a depreciation allocation can open the door to
abuses because the allocation may have a second tier effect on p artn ers’ tax liabilities above that
o f the required §704(c) adjustm ent.
The Remedial Allocation Method
The rem edial allocation m ethod involves the creation of notional item s o f income and loss. The
sum of the "created" incom e and loss item s is zero, so that partnership taxable incom e is not
affected by the notional item. In effect, the partnership sim ply makes up an item o f incom e and
loss to allocate to the partners.
To understand the rem edial m ethod, refer to the preceding exam ple. The ceiling rule prevented an
allocation of tax depreciation to partner Mary equal to her book depreciation allocation. As one
alternative, we show how a curative allocation could "fix" the problem created by the ceiling
rule. But as discussed in the text accom panying this exam ple, the partnership may not have an
item of a sim ilar character to use as a curative allocation.
The rem edial allocation m ethod allow s the partnership to sim ply invent an item to fix the ceiling
rule problem .
U sing the facts of the preceding exam ple, if the partnership chooses the rem edial allocation
m ethod, it will create a notional item of $2,000 of incom e and $2,000 of deduction with the same
character as the depreciation deduction that is lim ited by the ceiling rule. Mary w ill receive an
allocation of a $2,000 deduction; Jim will receive an allocation o f $2,000 o f income.

Beginning
Yr 1 Dep.
Remedial
Balance

J Book
100
<10>
N/A
90

M Book
100
<10>
N/A
90

J Tax
40
-02
42

M Tax
100
<8>
<2>
90
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The difference between the remedial method and the curative method is that the remedial method allows
the creation of an item that the partnership does not actually incur. The sum of the created income and
deduction must be zero. Thus, partnership income and the basis of partnership assets are not changed by the
notional items. However, Mary's tax basis capital account is reduced by an additional $2,000 each year
Jim's is increased by $2,000, equating both partners book and tax capital accounts [the remedial allocation
does not affect book basis capital and thus has no affect on the partners' rights to partnership assets on
liquidation]. Mary will deduct the $2,000 notional deduction on her tax return and the basis of her
partnership interest will be reduced. Jim will include the $2,000 notional income on his tax return and the
basis of his interest will be increased.
Cash Basis Partnerships and Varying Interests
If a partnership reports on the cash method, it is possible that an allocation of income based on varying
interests may produce a windfall to a partner who acquires an interest at the end of the tax year. This is so
because an interim closing of the books will result in an allocation to the new partner of all deductions for
cash basis items paid after the change in interests.
EXAMPLE: The TYZ partnership admits new partner Z with a 10% interest on December 15th.
TYZ reports on the cash basis and will make a $1,000,000 interest payment on December 31. The
interest has accrued throughout the entire year. If the interim closing of the books is used, partner Z
would be entitled to 10% of the interest deduction, although he has only been a partner for one-half
of December.
The use of the cash method and an interim closing of the books provided a strong incentive for high tax
bracket taxpayers to join a tax shelter partnership at the end of the tax year. If cash basis items were paid at
the end of the year, a new partner could receive a large deduction although he had only been a partner for a
short period of time.
In response to this perceived abuse, the law provides that "allocable cash basis items" must be assigned to
the day to which they are attributable, and allocated to partners who held interests as of that date. This
change, which effectively places the partnership on the accrual basis for designated items, covers interest,
taxes, and payments for the use of property.27
If a change in interest occurs due to a sale, exchange, or liquidation of a partner's entire interest in the partnership,
the partnership tax year will close with respect to that partner. For partnership tax years beginning after 1997, the
death of a partner will also result in a closing of the tax year with respect to the decedent. This does not mean that
the partnership is considered terminated, only that the tax year is deemed closed for purposes of determining the
income or loss to be allocated to the partner who disposed of his entire interest.
Generally, an interim closing of the books is required for this allocation, but a pro rata allocation can be
made if the partners agree to do so. Since a pro rata allocation requires significantly less work, the
partnership agreement should provide for such an allocation if this is the intent of the partners.
27 Section 706(d)(2).
28 Treas. Regs. § 1.706-1(c)(2)(ii).
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DISTRIBUTIONS

OVERVIEW
Perhaps few questions are of greater interest to the owner of a business than how the tax law treats
distributions of profits from the business. To learn that one's business has generated profits is exciting,
but to understand how to get those profits out of the entity and into the hands of the owner is of more
pragmatic value. Ideally, of course, the profits should be distributable free of any tax burden. C
corporations, S corporations, and partnerships (including LLCs) have varying degrees of tax exposure
for the distributions of profits.
A distribution of profits may consist of money or property. Each of the aforementioned entities may
engender varying degrees of tax exposure when profits are distributed in the form of property. An entity
may also distribute property in such a way that it will not be deemed a distribution of profits. That is, a
distribution may be o f capital rather than on capital. The entity choices may also differ with respect to the
tax treatment of distributions of an owner's capital investment.
The focus of this chapter is on how the tax laws treat an entity and its owners when the entity distributes
money or property to its owners. The text of this chapter will review and compare the basic rules affecting
distributions from each of the possible entity types. The case studies will devote additional attention to
how the entities differ and why one type of entity may be superior to another with respect to distributions.

C CORPORATION DISTRIBUTIONS: ONE OR TWO LEVELS OF TAX?
What Is Meant by "Two Levels o f Tax?"
In general, tax advisors say that C corporations have two levels of tax and that S corporations and
partnerships have only one. However, this general statement relies on certain assumptions regarding the
corporate entity and how it distributes profits to the shareholders.
A C corporation will have two levels of taxation if it distributes profits as a dividend. A dividend is a
defined term for tax purposes and does not apply to all distributions made by C corporations. One objective
in this chapter will be to define what a dividend is. Another will be to learn how to avoid dividend
payments.
What is a Dividend?
A dividend is a defined term, and many corporate distributions are incorrectly referred to as dividends
without clearly stating the conditions precedent to finding a dividend.
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Section 316 defines a dividend to be a distribution of property by a corporation to its shareholders if the
distribution is made from current or accumulated earnings and profits. Property is defined in §317 to be
money or any other type of property other than stock in the distributing corporation. Thus, a dividend can
consist of money, equipment, land, improved real estate, inventory, or any other type of asset held by the
corporation other than stock of the distributing corporation.
Section 301(c) provides that the tax treatment of a distribution of property (as defined above) from a
corporation to its shareholders shall be
1.
First, a dividend to the extent that the
distribution is made from either current year
earnings and profits or earnings and profits
accumulated from prior years.
2.
Second, a return of capital, reducing
the shareholder's basis in her shares, provided
that the basis of the shares may not be reduced
below zero.
3.
Third, as an exchange transaction in
which the shareholder receives the property in
exchange for stock in the distributing
corporation. This step will generally result in
capital gain treatment to the shareholder
because corporate stock is almost always a
capital asset.

Earnings and profits is a defined term that
loosely refers to the corporation's economic
ability to pay a dividend. Distributions from
earnings and profits are treated as a return
on capital and are subject to a second level
of tax. Distributions not from earnings and
profits are treated as a distribution of
capital and are tax-free to the extent of the
shareholder's basis in her stock. Revenue
Procedure 75-17 states that earnings and
profits begin with taxable income for a
particular year. Section 312 explains what
adjustments to make to taxable income to
reach earnings and profits.

Avoiding Two Levels o f Tax
A C corporation may also distribute profits in some form other than
as a dividend. In closely held corporations, one of the principal tax
planning objectives is to distribute corporate earnings in a manner
that will not trigger two levels of tax. There are three ways to
distribute C corporation profits with only one level of tax. Each
method permits the corporation to claim a deduction for the amount
of the distribution, thereby eliminating the corporate level of tax.
The shareholder is taxed on the distribution, but the corporate-level
deduction results in only one level of tax.
The three methods to reduce the C corporation tax burden are:
1.
A payment to the shareholder for use of his or her
services (compensation).
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The corporate tax may be
eliminated by distributing all
earnings to the shareholders in a
way that will allow a corporatelevel deduction. That is, C
corporations need not have two
levels of tax if distributions to
owners can be deducted by the
corporation. The IRS and Con
gress know this and have created
hurdles to deducting certain
payments to shareholders.

2.

A payment to the shareholder for use of his or her money (interest).

3.

A payment to the shareholder for use of his or her property (rent).

DISTRIBUTIONS
Each of the three methods listed above is subject to statutory restriction. Section 162(a)(1) allows a
deduction for compensation only if the compensatory payment is both for services and is reasonable for the
services provided. Reasonable compensation is a facts-and-circumstances determination.
Deductions for rent payments are similarly limited by §162(a)(3) to those amounts that are reasonable for use
of the property in question. Once again, the reasonableness of rent is a facts-and-circumstances determination.
Interest deductions may be limited in two ways. The most common limitation is that a deduction is allowed
only if the interest payment is made on account of a bona fide indebtedness. In closely held corporations,
the status of a debt instrument may be questioned as disguised equity. If the corporation is thinly
capitalized, the shareholder's classification of an investment as debt may not be determinative for tax
purposes. Section 385 provides statutory authority for classifying purported debt instruments as equity.
Interest payments may also be limited if the amount is excessively high. This attack is rarely seen, but the
IRS has authority to recharacterize payments of interest that exceed a reasonable amount.
Significant planning opportunities exist in C corporations to enable owners to withdraw profits as
deductible compensation, interest, or rents. The practitioner should carefully document the nature of
payments to support the deductibility in the event of an administrative challenge. It is best to document the
reasonableness of such payments when they are first structured, not when the IRS later challenges them.
C Corporations also have the opportunity to make payments on
behalf of owners that result in zero levels of tax. If the
corporation provides a nontaxable fringe benefit (see §§101-137
inclusive and §79) to the owner of the business, it generally
receives a deduction for the cost of the benefit but the shareholder
need not include the benefit in income. Thus, the profits used to
purchase the fringe benefit are not taxed to anyone. The general
limitations on the use of fringes are as follows:
■ Many fringes must be offered to all employees on a
nondiscriminatory basis. This requirement entails costs of
covering employees other than the shareholders as well as
compliance costs.

When shareholder-employees of
C corporations use corporate
profits to pay fringe benefits to
the owners, there can be zero
levels of tax on those earnings
because
the corporation may
deduct certain fringe payments
and the shareholder-employee
may be entitled to exclude their
value from income.

■ Fringes are available only to employees. Thus, the shareholder must also be employed by the
corporation. Also, the deductibility of fringes is subject to the overall limit on the reasonableness of
compensation paid to the shareholder-employee.
When is the Second Level o f Tax Incurred?
If a C corporation can accumulate profits without making dividend distributions, the shareholder-level tax
is deferred until the shares are sold or until the corporation is liquidated. However, it may be that the
shareholder will pass shares to his heirs, in which case no income tax may be paid. Also, a liquidation of
the entity or a sale of the shares may be so far off in the future that the present value of the capital gains tax
is insignificant. Thus, C corporations are not all bad.
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CASE STUDY 4-1: DEDUCTIBLE C CORPORATION DISTRIBUTIONS
Facts:
Hometown Bread is currently operated as a sole proprietorship. The sole owner is Harry Tyson, who is a
widower with three children. Harry expects to transfers ownership interests to his children within the next
few years to provide for an orderly succession plan and to enhance the childrens' interest in the business.
All of the children will be able to work in the business if they so desire. Harry also has a grandchild who is
permanently physically incapable of working, and Harry would like to create a preferred income stream
from the corporation for that child's needs. He is also interested in liability protection and has approached
you to discuss choice of an entity that would meet his needs. Harry's state does not permit single member
LLCs.
Discussion:
If Harry wants to transfer ownership interests to his
An LLC is not currently feasible unless
children when the entity is formed, an LLC would be
Harry is willing to transfer interests to his
a possible option. The children who are capable of
children at the time of creation of the entity.
working in the business could be compensated with
guaranteed payments for their services. A guaranteed
payment is one which is not determined by reference to income of the LLC.1 Guaranteed payments are
deductible by the LLC (unless general tax law principles would require capitalization), and are taxable to
the recipients. A special allocation of profits, to be matched with cash distributions, could be made to the
child with special needs. Such an allocation would require a more complicated LLC operating agreement to
ensure that the agreement satisfies the substantial economic effect test.
If Harry is not interested in transferring ownership to the
children at the time that the entity is formed, a corporation
would be the appropriate choice because Harry could be the
only owner. An S corporation would avoid two levels of tax, but
it would not be possible to create a preferential distribution
scheme to benefit the child with special needs without violating
the single class of stock requirement of §1361(b). If Harry is
willing to transfer stock to that child with the same distribution
terms as apply to all other shares, then an S corporation could be
used. The stock may be held in either a qualified subchapter S
trust or, an electing small business trust.

1 Section 707(c).
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An S corporation is a possible option,
although a future creation of a
preferred class of stock to benefit the
special needs child would terminate
the election. Of course, the entity may
be formed as an S corporation now
with a later change to a C corporation
if necessary.
Also, future S
corporation reforms may allow
preferred stock.
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If Harry wants to eventually create a preferred class of
stock, a C corporation could be used. Harry could
begin by making an S election for the corporation, and
then later change to a C corporation when he issues
preferred stock to the special needs child.
Alternatively, he could choose a C corporation from
inception. The common criticism of C corporations is
the potential for two levels of tax. However, if the majority of the corporate income is attributable to the
services of Harry, it would be reasonable for Harry to withdraw corporate profits as deductible
compensation. If the children are later hired as employees, it should be quite easy to remove all corporate
profits as deductible compensation to Harry and the children.
A C corporation may be the best option
right now, with all profits withdrawn as
compensation. There would be no corpo
rate level tax if all profits were withdrawn
as deductible compensation.

If Harry uses a corporation, be it a C corporation or an S corporation, he should avoid a transfer of
appreciated property. For example, equipment used in the bakery may be almost completely depreciated
with the result that fair market value exceeds adjusted tax basis. It is best to lease such property to the
corporation for two reasons. First, the rent payments will be deductible to the corporation, which will help
remove profits from a C corporation without a second level of tax.

Harry should lease appreciated
property to the corporation rather
than contributing such property. A
lease will avoid problems with
distributing the property to the
shareholders at a later date.

Second, once appreciated property is inside a corporation, it
cannot be distributed to the shareholders without a negative
tax consequence. Any distributions not in liquidation of the
corporation will result in recognition of gain under §311(b).
Distributions in liquidation of the corporation will result in
corporate gain recognition under §336. Even if the corporation
is an S corporation, a distribution of appreciated property will
result in immediate gain recognition by the shareholders.
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DISTRIBUTIONS BY S CORPORATIONS
Overview
The tax treatment of distributions from an S corporation to its shareholders is generally straightforward.
Difficulties arise when the S corporation has earnings and profits. Before considering these difficulties, it is first
worth mentioning that an S corporation will not generate earnings and profits in any S years. The reason is
simple: earnings and profits exists solely to determine the applicability of a dividend tax result to the shareholder
(which creates the second level of tax in a C corporation). Thus, earnings and profits is a concept that has no
place in an S corporation, because distributions of S corporation earnings, having already been taxed to the
shareholder, are not dividends.
A problem arises when the S corporation has earnings and profits from a prior year as a C
corporation. D istributions m ust then be divided betw een those attributable to the C years and
those attributable to the S years.
If the S C orporation has no earnings and profits there is no need to distinguish distributions
attributable to earnings from a C corporation year and those earnings attributable to S years.
B ecause S earnings flow through and are taxed in the year they are earned by the entity,
distributions w ill be nontaxable to the extent o f the shareholder's basis in her stock. Any
distribution in excess of stock basis will reduce debt basis, but not below zero. Any excess will
be treated as in exchange for the stock, which w ould generally result in capital gain.
The above discussion assum es that the distribution is made w ith respect to the shareholder's
stock. If the transfer is instead a repaym ent of a debt obligation owed by the corporation to the
shareholder, the transfer is an exchange of the debt instrum ent for cash.
Distributions When the S Corporation has Earnings and Profits
When the S corporation has earnings and profits, the tax treatment is determined by reference to which "layer"
the distribution comes from. A corporate-level account, referred to as the "Accumulated Adjustments Account"
(AAA) is maintained to (generally) measure the earnings of the S corporation in S years. This account exists to
distinguish S earnings (AAA) from C earnings (earnings and profits). Distributions attributable to S earnings
(that is, from the AAA) are generally tax free because the earnings have already been taxed. Distributions from C
earnings (that is, from earnings and profits) are taxed as dividends to the shareholder.
Distributions from an S corporation with earnings and profits are taxed in the following manner:2
1.
First, a nontaxable return of capital to the extent of the AAA. [NOTE: Distributions from
AAA reduce the shareholder's basis].
2.
Second, if the AAA distributions reduce the shareholder’s stock basis to zero, any further
distributions from AAA are taxed as capital gains. That is, until AAA is exhausted, no portion of a
2 Section 1368(c).
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distribution may be a dividend. However, distributions in excess of basis must be taxed, so they are
taxed as capital gains.
3.
Third, after the AAA is reduced to zero, a dividend
to the extent of accumulated earnings and profits.
4.
Fourth, to the extent of basis remaining after the
application of step 1, a nontaxable return of capital.
5.
Fifth, any excess is an amount received in
exchange for stock, generally resulting in capital gain.

When an S corporation has earnings
and profits (from a prior C year or
from a nontaxable acquisition of a C
corporation), an "accumulated ad
justments account" is used to distin
guish S earnings from C earnings.
Distributions are first treated as
coming from S earnings and not
bearing a second level of tax. When
the AAA has been exhausted, future
distributions are from C earnings and
bear a second level of tax.

The AAA is a corporate level account that records post-1982 S
earnings that have not been distributed (that is, taxed to the
shareholders, but not yet distributed). Generally, the account is
needed only for S corporations with earnings and profits because
other S corporations do not need to distinguish distributions from S earnings and those from C earnings.
However, if the S corporation later terminates its election and becomes a C corporation, knowledge of the
AAA balance is essential to make nontaxable (monetary) distributions of undistributed S earnings during
the "post-termination transition period." Thus, all S corporations should track the AAA.
Distributions From an S Corporation Without Earnings and Profits
A corporation that has always been an S corporation throughout its life will generally have no earnings and
profits. If there are no C corporation earnings that may be subject to two levels of tax, that is, if there is no
earnings and profits, distributions from an S corporation will be taxed in the following order:
1.

The distribution will be tax-free to the extent of the shareholder’s stock basis.

2.
Any distribution in excess of a shareholder’s stock basis will be treated as a payment in
exchange for the stock, generally resulting in capital gain.
Because distributions from S corporations without
earnings and profits are generally tax-free, it is tempting
to avoid compensating shareholder-employees for the
full value of their services. That is, the corporate
deduction for salary payments is often of no value in S
corporations (unless compensation is disproportionate to
stock ownership) because there is only one level of tax
whether payments are made as salary or as distributions.

S corporations have an incentive to under
compensate shareholder-employees to mini
mize payroll taxes. See Case Study 4-2 for a
discussion of how this strategy may make S
corporations more favorable than part
nerships and LLCs on this particular issue.

To avoid or minimize payroll taxes imposed on compensatory payments, many S corporations reduce
salary payments in exchange for larger distributions. The IRS is wary of this strategy and has won several
cases where taxpayers paid no compensation.
3 Section 1368(b).
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CASE STUDY 4-2: PAYROLL TAX COMPARISON
Facts:
The Johnson family operates an auto body store as a proprietorship (Kal Johnson is the owner). The family
wants to transfer the business to an entity for liability protection and to transfer ownership interests to
family members. Capital is a material income producing factor, and any allocations from a flow-through
entity will be proportionate to ownership interests. Kal Johnson proposes to transfer equity interests to each
of his four adult children. Each of the children will work in the business. However, Kal insists on being the
sole manager of the business.
Discussion:
Kal may be the sole manager of the business regardless of the form of entity selected. If an LLC is used, the
children may be given interests that have no management authority, with Kal designated as the sole
member-manager. If a limited partnership is used, Kal could retain a general partnership interest and give
limited partnership interests to the children. If an S corporation is used, the children may be given
nonvoting stock without creating a second class of stock. Nonvoting stock could also be used in a C
corporation.
The different forms of entity may create different payroll tax liabilities for the family members who are also
employed by the entity. As mentioned in Case Study 4-1, it may be possible to eliminate the corporate tax
in a C corporation by paying all profits as compensation. However, such payments will be subject to payroll
taxes, which may increase in future years.
The substantial increases in payroll taxes have led to a strategy of undercompensating employee-owners of
S corporations. Because shareholders may also be employees, there are presumably no payroll taxes
imposed on any payments to owners that are not classified as compensation. Of course, the IRS may
contest what the owners classify as compensation, and the IRS has been successful in such attacks when no
compensation has been paid.4
Because partners are not employees of the partnership, neither the partner nor the partnership will be
responsible for payroll taxes on any portion of a partner's income from the partnership. However, partners
may be subject to self-employment tax liability for all or a portion of their share of partnership income. The
partner would be responsible for completing Schedule SE and computing their self-employment tax
liability. However, the schedule K -l provided to each partner would report his or her share of selfemployment income from the partnership.
Section 1402(a) defines net earnings from self-employment to include an individual partner's distributive
share of any income from a trade or business conducted by the partnership. For this purpose, a trade or
4 See Spicer Accounting, Inc., 918 F.2d 90 (9th Cir. 1990), Joseph Radtke, 712 F. Suppl43 (E.D. Wis., 1989), and
Dunn and Clark (DC Idaho, 1994).

80

DISTRIBUTIONS
business is defined in the same manner as for purposes of §162, which relates to ordinary and necessary
expenses of a trade or business. § 1402(a) then lists a variety of exclusions from the definition of net
earnings from self-employment.
A general partner who is an individual is subject to selfemployment tax on his distributive share of partnership
income that is earned from the conduct of a trade or
business by the partnership. It is often incorrectly stated
that a general partner is subject to self-employment tax
on all of his distributive share of partnership income. It is
necessary to exclude certain sources of income that do
not arise from a trade or business, as is permitted by the
exclusions of § 1402(a).
Because limited partners are not able to participate in the
management of the partnership without loss of their
status as a limited partner, a limited partner is not
generally regarded as being in the trade or business of the
partnership. Thus, a limited partner's share of partnership
income is not subject to self-employment tax. There are
two exceptions to this rule:

General Partners are subject to selfemployment tax for their share of
partnership income earned from the
conduct of a trade or business. If the
partnership is engaged in a trade or
business, so too is each general partner of
that partnership. However, income items
not attributable to the trade or business,
such as certain rent income, dividend and
interest income not connected with the
business, and capital gains and losses, are
not part of the general partner's earnings
from self-employment.

1.
If the limited partner receives a guaranteed payment (as defined in §707(c)) for services, the
guaranteed payment is subject to self-employment tax.5
2.
If a limited partner participates in the
management of the partnership, so that the
status as a limited partner is lost, the rules
applicable to a general partner will apply. That
is, because the limited partner has become a
general partner by prohibited participation in
management, he is engaged in the trade or
business of the partnership in the same manner
as a general partner.

Limited partners are generally exempt from
self-employment tax for their share of
partnership income. The only exception is
guaranteed payments for services provided.

A member of a limited liability company is somewhat of a hybrid of a general and a limited partner. The
member enjoys the liability shield similar to that of a limited partner, but also has the ability to participate
in management like a general partner. Before any guidance was issued, many practitioners optimistically
believed that LLC members would be subject to the limited partner rules for self-employment tax purposes.
Proposed regulations issued under §1402 are not so generous 6

5 Section 1402(a)(13).
6 Prop. Regs. §1.1402(a)-2.
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The proposed regulations, which will be effective for the first tax year beginning after they are published in
final form, attempt to distinguish a LLC member who is more like a general partner from one who is more
like a limited partner.
Under the new proposal, the general rule is that every
Whether LLC members are more similar to
member of an LLC is a limited partner.78 Three
limited
partners or to general partners
exceptions treat a member as a general partner if the
depends on their involvement in the LLC.
member (1) has personal liability for claims against
The proposed rules for self-employment tax
the LLC by reason o f being a member o f the LLC (i.e.,
treatment of LLC members attempt to
and not by some side agreement such as a personal
discern
whether a particular member is
guarantee of a debt); (2) has authority under local law
more
like
a general partner or a limited
to contract on behalf of the entity; or (3) participates in
partner.
the entity's trade or business for more than 500 hours
during the year. Satisfying any one of these
exceptions will generally make the member a general partner for SE tax purposes. Also, if the LLC is a
service entity (one in which substantially all of the activities involve performing services in certain
professional fields), any member who provides more than a de minimis amount of services is automatically
a general partner.9
A member of an LLC who is a general partner solely because of more than 500 hours of participation may
be treated as a limited partner if the entity has only one class of interest, if limited partners (as defined
above) own a substantial and continuing interest in that class (20% is clearly substantial), and if the
member's interest is identical to the limited partners' interests. This exception does not apply if authority to
contract is the reason for a member's classification as a general partner.10
If the LLC has more than one class of interest, a member classified as a general partner because of either
authority to contract or participation for more than 500 hours, may be treated as a limited partner for any
class of interest for which limited partners (as defined above) own a substantial and continuing interest
(20% is clearly substantial) and for which the member's interest is identical to the limited partners'
interests. This rule is intended to parallel the existing rule that allows a partner to hold both general and
limited partnership interests, with SE liability applying separately to each such interest.
The Johnson family may attempt to minimize or eliminate payroll taxes by selecting one of the following
forms of entity and adopting the following strategy:

7 Prop. Regs. §1.1402(a)-2(h)(l).
8 Prop. Regs. §1.1402(a)-2(h)(2).
9 Prop. Regs. §1.1402(a)-2(h)(5).
10 Prop. Regs. § 1.1402(a)-2(h)(4).
11 Prop. Regs. § l-1402(a)-2(h)(3).
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1.
Form an S corporation and pay only a
small amount of compensation for services.
It is unreasonable to pay no compensation if
services are provided. There are several
concerns to address if this strategy is to be
adopted. First, the IRS may determine the
shareholder-employee compensation to be
greater than is claimed. Second, § 1366(e)
requires that family members be fairly
compensated for services to avoid shifting
income to other family members. For
example, Kal could shift income to the four
children by claiming less salary than is
reasonable. Third, less compensation means
less retirement plan contributions, assuming
that the entity has an interest in retirement
planning for the family members.

Either an LLC or an S corporation may
reduce payroll taxes relative to a C
corporation. In a C corporation, the family
has an incentive to pay a large amount of
compensation to avoid a corporate tax. In
an S corporation, the incentive is to pay
small amounts of compensation, but the IRS
may challenge the amounts designated. In
an LLC, the member-manager will pay SE
tax on all trade or business income but the
non-managing members may avoid SE tax
if there are no guaranteed payments (other
wise, SE tax is imposed only on the
guaranteed payment).
Reliance on the
proposed regulations may be challenged.

2.
Form an LLC and name Kal as the member-manager. Kal will be subject to selfemployment tax on his distributive share of any income that is attributable to the conduct of a trade
or business. The four children may pay self-employment tax only on guaranteed payments. The
same result will occur if a limited partnership is created and Kal is named as the general partner.
However, an LLC will provide Kal with the liability shield that he desires.
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THE TAX EFFECTS OF DISTRIBUTIONS ON THE CORPORATION
If a corporation distributes money, the corporation does not recognize a gain or loss. If the distributing
entity is a C corporation, earnings and profits will be reduced (whether or not the distribution is a dividend
to the shareholder).12 If property is distributed by a C corporation, earnings and profits is reduced, but not
below zero, by
■ The adjusted basis of the property, if the value of the property does not exceed its basis; or,
•

■ The fair market value of the property, if that value exceeds its adjusted basis.

13

Section 311(b) states that if a corporation distributes property with a fair market value in excess of its basis,
the distributing corporation must recognize gain as if the property were sold to the shareholder at fair
market value. This gain will increase taxable income and will therefore increase earnings and profits.14
Section 311(a) does not allow recognition of a loss if the distributed property has an adjusted basis in
excess of its fair market value.15
The AAA of an S corporation will be reduced, but not below zero, by the
amount of the distribution.16 The amount of the distribution is either the amount
of money distributed or the fair market value, net of liabilities, of any property
distributed. If an S corporation distribution is from earnings and profits, the
balance in earnings and profits is reduced as discussed above.
As we mentioned earlier, §1371 states that S Corporations are subject
to all of the Subchapter C provisions unless Subchapter S specifically
states otherwise. Section 311, providing for recognition of gains but not
losses on distributions of property to shareholders applies to S
corporations. If the S Corporation distributes appreciated property to its
shareholders, the S Corporation will have a recognized gain that must
be reported on the 1120S.

Distributions of appreciated
property are treated as a
taxable
sale
by
the
corporation (be it a C corpo
ration or an S corporation). A
C corporation will be taxed on
this sale; an S corporation
generally will pay no tax, but
the gain from the "sale" will
flow
through
to
the
shareholders and will increase
their taxable incomes.

When a C corporation converts to an S corporation, a "built-in-gains
tax" may apply to S corporation gains realized within the first ten years after the conversion. If the built-ingains tax applies to the corporation, the S corporation will pay tax on the recognized gain. The amount of
the distribution to the shareholder will then be reduced by the corporate-level tax imposed by §1374.17
If the built-in-gains tax does not apply to the corporation, the gain recognized from the distribution of
appreciated property will simply flow through to shareholders on their respective K -l forms.
Section 312(a)(1).
13 Sections 312(a)(3) and (b)(2).
14 Section 312(b)(1).
15 This rule does not apply to distributions in liquidation of the corporation.
16 Section 1368(b) and (c).
17 Section 1366(f)(2).
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CASE STUDY 4-3: AVOIDING GAIN RECOGNITION
FROM PROPERTY DISTRIBUTIONS
Facts:
Scott and Bill will form an entity to develop real property that is currently separately owned by each of the individuals.
Liability protection is an important consideration and both owners will be actively involved in the business of the entity.
The current plan is for the entity to sell the property when it is in its developed state. However, it is possible that Scott may
want to enter into a like-kind exchange with his share of the property (you may assume that Scott has a defensible position
that, after development, he will not be considered to have held the property for sale). Thus, the parties are aware of the
possibility that the entity may need to be liquidated by a distribution of an undivided share of the property to the owners,
followed by a taxable sale by Bill and a sale with a deferred exchange by Scott.
Discussion:
The parties should form an LLC. To satisfy the objective of liability protection and active management by both
owners, a corporation or an LLC would be available options. However, the possibility that property may later be
distributed so that Scott may enter into a deferred exchange suggests that a corporation (C or S) is not viable.
If a corporation distributes appreciated property, whether in liquidation or not, the corporation must
recognize gain as if the property were sold to the distributee at fair market value. To avoid two levels of
tax, Scott and Bill would no doubt prefer an S election if a corporate form is selected. However, if the S
corporation later distributed appreciated property, the corporation would be required to recognize gain.
Although that gain may be passed through to the shareholders, the effect would still be to recognize all gain
before either shareholder could separately determine what they wanted to do with the property.
If the property were later distributed from an LLC, there would be no tax effect to the LLC and the members would
probably not be taxed when the property was received. Section 731 would suggest that the members would not be taxed on
receipt of any property. However, because both members are contributing appreciated property, which is subject to §704(c)
allocations, a later distribution of property may cause gain to be recognized under either §704(c)(l)(B) or §737. These
concerns may be avoided if the property is not distributed within five years of a pre-June 9 , 1997 contribution or within 7
years of a post June 8 , 1997 contribution. However, before selecting the LLC form, or before making any distributions of
property, the member's tax advisors) should consider the implications of §§704(c)(l)(B) and 737.
The recommendation is still to use an LLC because the LLC allows for the possibility of a later distribution of
property with no immediate tax consequences to either the entity or the owners. In contrast, a distribution from an
S corporation ensures that gain will be recognized. Also, both §§704(c)(l)(B) and 737, even if applicable to a
future distribution, will only cause the precontribution gain to be recognized. The appreciation that occurs after
the property is contributed, including that attributable to development activities, will be deferred.
Notwithstanding the risk of §§704(c)(l)(B) or 737 creating a tax effect when a later distribution occurs, an
LLC still provides a better tax result First, it is possible that the two provisions may be avoided. Second, it
is expected that the recognized gain will be less if §704(c)(l)(B) or 737 apply instead of §311(b) or 336.
85

CHAPTER 4

PARTNERSHIP DISTRIBUTIONS
Overview
The tax treatment of partnership distributions
generally follows an aggregate approach, which
results in no immediate tax effect to the distributee
partner or to the partnership. A partner recognizes
gain only when he receives an amount of money in
excess of the basis of his partnership interest.18
A partner may recognize gain or loss from certain
partnership distributions when the basis rules of
§732 prescribe such a result. Generally, the basis of
property distributed from a partnership will carry
over to the distributee partner.19 However, when a
distribution is in liquidation of a partner's interest,
the basis of the liquidated interest is generally
substituted for the basis of distributed assets.20 This
could result in an increase or decrease in the basis of
certain distributed assets.

The tax treatment of partnership distributions
used to be very simple, which was one reason
why partnerships could be favored over
corporations.
However, in response to
perceived abuses, Congress has made
partnership
distributions
much
more
complicated.
This increased complexity
reduces any advantage that partnerships may
have had over other forms of an entity with
respect to the treatment of distributions. As
the tax treatment of partnerships becomes less
flexible, the advantages of the partnership
form diminishes.

Two special rules may require that a partner recognize gain or loss from a distribution. First, the basis of a
partnership interest can never be negative, and the basis of money can never be less than its face amount. Money,
therefore, will always acquire a carryover basis from the partnership and the basis of a partnership interest must
first be reduced by the amount of any money distributed.21
If the money distributed exceeds the basis of the interest immediately before the distribution, the partner
recognizes gain and the basis of the interest in the partnership becomes zero. This gain is treated as if a sale or
exchange of the partnership interest had occurred, and the character of the income is determined accordingly. A
reduction in a partner's share of partnership liabilities, which is treated as a distribution of money under §752(b),
may also require that a partner recognize gain.23
Section 731(a)(1).
19 Section 732(a)(1).
20 Section 732(b).
21 Section 733(1).
22 In Revenue Ruling 95-5, 1995-1, CB 100, the IRS ruled that income from a cash distribution in excess of basis may
be passive where the distributee's share of income from one or more activities of the partnership is passive. The deemed
disposition of the partnership interest will require an allocation of the income among all activities of the partnership that would
produce net gain if they were sold at fair market value on the applicable valuation date. See Regs. §1.469-2T(e)(3)(ii)(A) for the
determination of passive income or loss when an interest in a partnership is sold.
23 In Revenue Ruling 94-4, 1994-1 CB 195, the IRS ruled that the deemed distribution may be treated as a partnership
draw, allowing the partner experiencing the reduction in liability share to determine the tax treatment as of the last day of the
partnership's tax year pursuant to Regs. § 1.731 -1 (a)( 1)(ii). The draw may then be tax-free if there is sufficient income allocated
to the partner during the year.
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Second, ordinary income assets may not have basis allocated to them in excess of the basis of such
assets to the partnership.24 Ordinary income assets include the following:
1.

Partnership unrealized receivables [see §751 (c)];

2.

Partnership inventory items [see §751(d)(2)],

The term "unrealized receivables" includes a wide-variety of assets with ordinary income potential. For example, assets
with depreciation recapture potential are classified as unrealized receivables to the extent of the recapture potential.25
The reason the allocation of basis to ordinary income assets is limited is straightforward: to prevent the distributee
partner from reducing his allocable share of ordinary income from the partnership by increasing the basis of ordinary
income property. This rule applies only to distributions in liquidation of a partner's interest because it is only then that
the allocable substituted (outside) basis might exceed the (inside) basis of assets to the partnership.
If the only property distributed in liquidation of a partner's interest is money and ordinary income property, the
restriction on the amount of basis which may be assigned to such assets can result in the recognition of a loss by
the distributee partner. This occurs when the basis of the distributee's interest exceeds the sum of the amount of
money distributed plus the carryover basis of the ordinary income property distributed in liquidation of the
partner's interest. If property other than money and ordinary-income property is distributed, no loss results
because any remaining basis is allocated to the nonordinary income asset.
EXAMPLE: In liquidation of his interest in a partnership, which interest has a basis of $12,000, Jeff
receives $3,000 of cash and inventory with a fair market value of $20,000 and a basis to the partnership
of $1,000. First, $3,000 of basis is allocated to the cash and then $1,000 to the inventory, leaving $8,000
of basis to account for. Since the interest is liquidated, no basis may remain with it, and a loss of $8,000
will be recognized. The capital loss is allowed to prevent Jeff from increasing the basis of the
inventory to $9,000, which would reduce the amount of ordinary income to be reported when the
inventory is sold. Thus, the loss occurs because the drafters of the statute were concerned with preserving
the ordinary income potential associated with the inventory.26
Disproportionate Distributions o f Section 751 Assets
Section 751 is designed to ensure that each partner reports his proportionate share of ordinary income items of
the partnership. If one partner receives a distribution that does not represent his proportionate share of such
assets, §751 recharacterizes the distribution as a proportionate one followed by a sale of certain assets (those not
received) and a purchase of others (the "extra" share received). This characterization creates tax consequences for
both the distributee and the partnership.
Section 732(c)(1).
25 Section 751(b).
26 Note that §735 provides that the distributee recognizes ordinary income or loss if partnership inventory is disposed of
within five years of the date of distribution. This prevents a conversion of the character of income by a partner who does not hold
distributed property primarily for sale.
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CASE STUDY 4-4: DISPROPORTIONATE DISTRIBUTION —
PARTNERSHIP COMPLEXITY
Facts:
The HJK balance sheet appears as follows:
FMV
Cash
Unrealized Receivables
Inventory
Capital Assets
Total

Tax Basis

$ 60,000
100,000
100,000
340,000

$ 60,000
20,000
90,000
190,000

$ 600.000

$360,000

Henry, who holds a one-third interest with a basis of $120,000, receives all of the inventory and unrealized
receivables in a distribution in liquidation of his interest.
Discussion:
If the entity is a C corporation or an S corporation, the entity will be required to recognize $90,000 of
ordinary income under §311(b). Henry's share of this gain will be $30,000 if the entity is an S corporation,
which will increase the basis of his stock to $150,000. The distribution in complete redemption of his stock
will result in a $50,000 capital gain ($200,000 received minus $150,000 stock basis). If the entity is a C
corporation, the corporation will pay tax on the $90,000 gain, none of the gain will flow through to Henry
and the other stockholders, and Henry will recognize a $90,000 capital gain when his shares are fully
redeemed.
If the entity is a partnership or an LLC, the general rules of §731 and §732 w ould bring about the
follow ing result:
■ The basis of the inventory remains at $90,000 and
the basis of the unrealized receivables at $20,000.
■ Henry recognizes a loss of $10,000 from the
distribution because the basis of his interest
($120,000) is first assigned to the ordinary income
assets as shown above, and he has $10,000 of
basis that cannot be assigned.
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Section 751 causes a tax result that is no
worse than what would occur if the
distribution had been made by an S
corporation. However, the mechanics of
the §751 provision are more complicated
than the §311(b) rule applicable to
distributions from an S corporation.
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■ When Henry later sells the ordinary income assets, he recognizes $90,000 of ordinary income,
assuming no change in fair market value. Thus, overall, he recognizes net gain of $80,000
(capital loss of $10,000 and ordinary income of $90,000).
The problem with the above result is that all of the ordinary income inherent in partnership assets has been
recognized by one partner. Section 751 will recharacterize the transaction as follows:
■ Henry has exchanged a one-third interest in cash and capital assets (FMV = $133,333) for a
two-thirds interest in inventory and unrealized receivables (FMV = $133,333). That is, he gave
up an his interest in the capital assets and received an additional interest in ordinary income
assets.
■ The two remaining partners have exchanged a two-thirds interest in inventory and unrealized
receivables (FMV = $133,333) for a one-third interest in cash and capital assets (FMV =
$133,333). That is, the remaining partners gave up their interest in the ordinary income assets
and received an additional interest in the capital assets.
The above transactions are treated as taxable sale or exchange transactions. Thus,
•

Henry is treated as if he first received a one-third share of all assets, including the capital assets,
and then sold the capital assets to the partnership. Basis is allocated among all assets using the
rules of §732. The allocation is $20,000 to cash, $36,667 to ordinary income assets (carryover),
and $63,333 (the remaining outside basis) to the capital assets. He recognizes a gain on the sale
of the capital assets (his one-third share) equal to $50,000 ($113,333 - $63,333).

•

The basis of the ordinary income assets to Henry is determined in two parts. First, he has a
carryover basis of $36,667 in one-third of the ordinary income assets, determined under the
provisions of §732. Second, he has a cost basis ($133,333) in the two-thirds deemed purchased
from the partnership. Thus, his overall basis is $170,000. When he later sells the ordinary
income assets, he will recognize ordinary income of $30,000, which is the same answer as
obtained if the entity were an S corporation.

•

The partnership has sold a two-thirds interest in ordinary income assets in exchange for a onethird interest in capital assets. Thus, the partnership has amount realized of $133,333 in
exchange for assets with a basis of $73,333. The partnership recognizes $60,000 of ordinary
income, allocated between the two continuing partners, resulting in each recognizing their
$30,000 share of the ordinary income potential in partnership assets.

•

The basis of undistributed partnership assets is then also determined in two parts. The initial
basis is $250,000, of which two-thirds, or $166,667 belongs to the continuing partners. The
remaining one-third was "purchased" by the partnership for the fair market value of $133,333.
Thus, the aggregate basis is $300,000. A later sale would result in $100,000 of capital gain,
which would be divided $50,000 to each of the two continuing partners.
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The net result of the deemed purchase-sale transaction as shown in the above example is that all partners
will report $30,000 of ordinary income and $50,000 of capital gain, in proportion to their respective
interests in partnership properties.
This result is similar to that of an S corporation — Henry recognizes $30,000 ordinary income and $50,000
capital gain and the other owners recognize $30,000 ordinary income. However, a significant effort is
required to reach that result.
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Disguised Sale Provisions
Section 707(a)(2)(B) states that if there is a direct or indirect transfer
of money or other property to a partnership, and there is a related
direct or indirect distribution of money or other property to the
contributing partner, and the two transactions when viewed together
are properly characterized as a sale or exchange of the property, then
the transfers will be treated consistent with their substance. If a
distribution is part of a disguised sale, it is not a distribution but
instead represents proceeds from a sale or exchange. To the extent
that a disguised sale exists, any §704(c) allocations made with respect
to contributed property should be reversed.27 A disguised sale requires
two conditions:28

Distributions by a partner
ship within two years of a
contribution of property by
the distributee partner may
be recast as a sale of the
contributed property to the
partnership.
Certain safe
harbors apply and should be
relied upon when possible.

1. Interdependence of the contribution and distribution, and
2. Absence of entrepreneurial risk for the distribution proceeds.
If a transfer of property to a partnership occurs within two years of the date of a distribution to the contributing
partner, without regard to the order o f the two transactions, there is a presumption that a sale has occurred.
Further, there is a presumption that if such transfers are not within two years that no sale has occurred.30 When
the distribution is more than six months after the contribution,31 but still within the two-year presumption, the
disguised sale may also be a deferred payment sale in which interest must be imputed.32
Early Trigger o f Section 704(c) Gain
Section 704(c) requires that allocations made w ith
respect to contributed property take into consideration
the difference, if any, betw een the fair m arket value and
tax basis of the property at the time it is contributed.
Section 704(c)(1)(B ) and §737 are designed to prevent
avoidance of the m andatory §704(c) allocation rule.
Both provisions apply only to §704(c) gain attributable to
property contributed after October 3, 1989 and only with
respect to distributions occurring after a certain date, which is

When property is contributed with a
fair market value different from its
tax basis, allocations with respect to
that property must be made using
§704(c) principles. Sections 704(c)(1)
(B) and 737 may accelerate the
effects of §704(c) for certain
distributions made within five (or
seven) years of the contribution.

27

Section 704(c) requires that allocations made with respect to contributed property must take into account the
difference, if any, between the fair market value and the tax basis of the property at the date of contribution. If a partner
contributes property to the partnership in one year, and a distribution made in a subsequent year causes the earlier contribution to
be recast as a sale, then any §704(c) allocations made in the earlier year must be amended.
28 Regs. §1.707-3(b)(l).
29 Regs. §1.707-3(c).
30 Regs. § 1.707-3(d).
31
32

Section 1274(c)(1)(B) applies when some or all of the payments are due more than 6 months after a sale or exchange.
See Regs. §1.707-3(f), Example 2, for an illustration of this rule.
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different for each provision. Also, a distribution must be within five years (seven years if the property was
contributed after June 8, 1997) of the contribution of the §704(c) property although, under limited anti
abuse rules, the provisions may also apply to certain distributions that are more than five years (seven years
if the property was contributed after June 8, 1997) after the date of contribution.33
Section 704(c)(1)(B) requires the contributing partner to
recognize any remaining §704(c) gain or loss when contributed
property is distributed to a partner other than the contributing
partner within five years (seven years if the property was
contributed after June 8, 1997)of the contribution and in a tax
year ending after October 3, 1989.34 The amount of §704(c) gain
or loss is determined as if the property had been sold to the
distributee partner at fair market value, with the resulting gain or
loss allocated using §704(c) principles.35

Section 704(c)(1)(B) applies when
the contributed §704(c) property
is distributed to a partner other
than the one who contributed
such property. The property is
treated as if it were sold for fair
market value.

EXAMPLE: Partner Alex contributes property with a fair market value of $40,000 and a tax basis
of $20,000 to the AB partnership. The property is depreciated on a straight-line basis over five
years. Within the first three years of operations, the partnership reports book depreciation of
$24,000 and tax depreciation of $12,000. The book depreciation is shared equally by the two
partners and the tax depreciation is allocated entirely to the noncontributing partner, as is
appropriate under §704(c). The depreciation allocation reduces the §704(c) gain from $20,000 to
$8,000 by the end of the third year. At that time, Alex's contributed property is distributed to the
other partner. The fair market value of the property is $23,000 at the time of the distribution, If the
property were sold for $23,000, the partnership would report a taxable gain of $15,000 ($23,000
minus $8,000 adjusted tax basis) and the first $8,000 of that gain would be allocated to Alex
pursuant to §704(c). Section 704(c)(1)(B) will then require Alex to report an $8,000 taxable gain
when the property is distributed.
The character of §704(c)(l)(B) gain or loss is determined as if the property were sold to the distributee
partner.36 If the distributee controls the partnership, §§707(b)(2) or 1239 may characterize the gain as
ordinary income.37
Both the contributing partner's basis in his partnership interest and the partnership's basis in the property
distributed to the noncontributing partner are increased (or decreased) for any §704(c) gain (or loss)
recognized.38 The basis adjustment to the contributing partner may affect his or her gain or loss from a
distribution of money as part of the same transaction, or basis in other property distributed as part of the
same transaction. The adjustment to the partnership's basis in the distributed asset occurs immediately
before the distribution and may affect the distributee partner's basis in that property under the rules of §732.
33 See Regs. §1.704-4(f), Example 1 for such an abusive situation.
34 Regs. §1.704-4(c) illustrates several distributions that will not trigger gain, including deemed distributions under
§708(b)(l)(B) terminations, transfers to another partnership, and incorporation of a partnership.
35 Section 704(c)(l)(B)(i).
36 Section 704(c)(l)(B)(ii).
37 See Regs. §1.704-4(b)(2), Example.
38 Regs. §1.704-4(e).
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Section 737 applies when a partner who contributed
§704(c) property receives a distribution of property other
than the contributed asset within five years (seven years if
the property was contributed after June 8, 1997) of the
date of contribution, if the distribution occurs after June
24, 1992. In such a case, the contributing partner
recognizes gain equal to the lesser of:40
1.

The excess distribution, or

2.

The net precontribution gain

Section 737 applies when the partner
who has contributed §704(c) property
receives other property. The remaining
§704(c) gain may be recognized as a
result o f this distribution.

The "excess distribution" is the excess of the fair market value of the distributed property over the partner's
basis in his partnership interest.41 The fair market value of property distributed subject to a liability is not
adjusted for the liability. However, the basis of the partner's interest is adjusted, using §752 principles, for
the liability assumption.42
EXAMPLE: Laura acquires a one-third interest in the LMR partnership by contribution of
property with a fair market value of $50,000 and a tax basis of $20,000. When Laura's §704(c) gain
is still $30,000, and within five years of her original contribution, Laura receives a distribution of
land, which was not contributed by Laura, with a fair market value of $40,000 that is subject to a
liability of $12,000. Laura's basis in her partnership interest, determined immediately before the
distribution is $24,000, which amount is the sum of the basis of her contributed asset and one-third
of the partnership's liability on the land. The excess distribution is determined as follows: the fair
market value of the land is $40,000 and the basis of Laura's interest is $32,000, determined by
adding the incremental $8,000 liability assumption ($12,000 total minus Laura's $4,000
predistribution share) to the $24,000 basis determined in the preceding sentence. The excess
distribution is then $8,000. Because Laura's net precontribution gain is $30,000, she must recognize
$8,000 of §704(c) gain when the land is distributed.
Gain recognized under §737 has the same character as the partner's precontribution gain with respect to the
contributed asset, computed as if that asset had been sold to an unrelated party in an arm's-length
transaction 43 In contrast, §704(c)(l)(B) determines the character as if the asset were sold to the distributee
partner. If the distributee partner is a related party with respect to the partnership, §§707 or 1239 may
require §704(c)(l)(B) gain that would otherwise be capital or §1231 to be ordinary income. The distinction
between the two provisions arises because §704(c)(l)(B) involves a distribution of the contributed asset to
another partner, facilitating its treatment as a deemed sale, whereas §737 does not involve the distribution
of the contributed asset at all, requiring reference to what the character would have been at the time of
contribution.
39

See Regs. §1.737-2 for examples of distributions that will not trigger §737, including transfers to another partnership,
incorporation of the partnership, and deemed distributions under §708(b)(l)(B).
40 Section 737(a).
41 Section 737(a)(1).
42 Regs. §1.737-1(e), Example 2.
43 Regs. §1.737-1(d).
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S ection 737 gain increases the c o n trib u tin g p artn er's basis in the p artn ersh ip in terest and also
in creases the p artn ersh ip 's b asis in the co n trib u ted §704(c) p ro p erty retain ed by the
p a rtn e rsh ip .44 These basis adjustm ents are not electiv e and do not rely on the ex isten ce o f a
§754 election.
Marketable Securities as Cash
Effective for distributions occurring after D ecem ber 8, 1994, the term "money" for purposes of
§ 7 3 1(a)(1) includes the fair m arket value of m arketable securities distributed to a partner.45 This
rule does not, how ever, apply for purposes o f § 7 3 1(a)(2), which allows a loss to be recognized
from certain liquidating distributions. Thus, the receipt of any m arketable securities in a
liquidating distribution will prevent a partner from recognizing a loss. H ow ever, a partner who
receives a distribution of m arketable securities with a fair m arket value in excess o f the basis o f
his partnership interest will be required to recognize gain and the basis of such m arketable
securities w ill be the basis as determ ined under §732 increased by any gain recognized in the
distribution.46
The following example compares the tax treatment of a distribution of marketable securities occurring
before 12/09/94, using the rules previously described in this article, with that of a distribution occurring
after 12/08/94.
EXAMPLE: Jeffs basis in the XYZ Partnership is $20,000. In liquidation of his interest, Jeff
receives a distribution of marketable securities with a fair market value of $30,000 and a tax basis
to XYZ of $30,000. The distributed securities were not contributed to the partnership by Jeff. If the
distribution occurred before 12/09/94, Jeff would recognize no gain because he did not receive a
distribution of money in excess of the basis of his partnership interest and the marketable securities
would have a basis of $20,000 to Jeff.47 If the distribution occurs after 12/08/94, the fair market
value of the securities will be treated as money, and Jeff will recognize a gain of $10,000 [$30,000
cash distribution minus $20,000 basis of partnership interest]. The basis of the marketable securities
will be $30,000 to Jeff, determined by adding the gain recognized to the basis as determined under
the §732 rules.
The m arketable security rule is inten d ed to prev en t a tax -free exchange o f a share o f
ap p reciated p artn ersh ip assets for an increase in a p artn er's share o f p artn ersh ip m arketable
secu rities. The term "m arketable security" is quite broad, and in clu d es a v ariety o f traded
fin an cial in stru m en ts and may also include precious m e ta ls.48 H ow ever, it does not include
any secu rities that w ere c o n trib u ted by the p artn er who receives the d istrib u tio n , nor does it
in clude any security that was not traded at the tim e it was co n trib u ted to the p a rtn e rsh ip .49 It

44 Regs. §1.737-3.

45 Section 731(c)(1).
46 Section 731(c)(4)(A).
47 Section 732(a)(1).
48 Section 731(c)(2).
49 Section 731(c)(3)(A). Regs. § 1.73 l-2(d) includes a more detailed discussion of the exceptions.
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may include an in te re st in another p artn ersh ip if su b stan tially all o f the assets o f that
p artn ersh ip c o n sist o f m arketable se c u ritie s.50
If the marketable securities have a fair market value in excess of basis, the amount of the distribution
treated as money is reduced by the distributee partner's share of the partnership unrealized gain.51 This rule
allows a partner to withdraw his share of the appreciation on partnership marketable securities without
recognition of gain. It is only when a partner increases his share of partnership marketable securities, which
increase is in exchange for her share of other partnership property, that the securities as money (or
substance over form) rule applies.

50 Section 731(c)(2)(B)(v). Regs. §1.731-2(c)(2) would apply this rule if 90% or more of the assets of the partnership
consist of marketable securities. Section 731(c)(2)(B)(vi) also allows a portion of a partnership interest to be treated as a
marketable security if less than substantially all of the assets of the partnership consist of marketable securities. The Proposed
Regulations would apply this rule if at least 20% of the assets, but less than 90%, consist of marketable securities.
51 Section 731(c)(3)(B).
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CASE STUDY 4-5: DISTRIBUTIONS OF MARKETABLE SECURITIES
Facts:
Four individuals propose to form an entity for the purpose of acquiring and investing in marketable
securities. When the owners require cash to pay taxes and for other reasons, the entity will distribute
marketable securities proportionately to the owners interests. It is proposed that any owners who need cash
will sell the distributed securities and that those who do not need cash will simply hold the securities
outside of the entity. However, all owners will receive a distribution to avoid disproportionate distributions
that alter the owners future rights to assets of the entity.
Discussion:
Effective for distributions occurring after December 8, 1994, the term "money" for purposes of §731 (a)( 1)
includes the fair market value of marketable securities distributed to a partner. This rule does not, however,
apply for purposes of §731(a)(2), which allows a loss to be recognized from certain liquidating
distributions. Thus, the receipt of any marketable securities in a liquidating distribution will prevent a
partner from recognizing a loss. However, a partner who receives a distribution of marketable securities
with a fair market value in excess of the basis of his partnership interest will be required to recognize gain
and the basis of such marketable securities will be the basis as determined under §732 increased by any
gain recognized in the distribution.52 The partnership will not adjust the basis of undistributed property by
the amount of gain recognized by the partner, even if a §754 election is in effect.
If the marketable securities have a fair market value in excess of basis, the amount of the distribution
treated as money is reduced by the distributee partner's share of the partnership unrealized gain. This rule
allows a partner to withdraw his share of the appreciation on partnership marketable securities without
recognition of gain. It is only when a partner increases his share of partnership marketable securities, which
increase is in exchange for her share of other partnership property, that the securities as money (or
substance over form) rule applies.
There is no reason to risk the potential for two levels of tax. Because the entity will simply hold investment
assets, it will be difficult to justify compensation payments to the owners for the purpose of avoiding a
corporate tax in a C corporation. Thus, the entity should be a flow-through entity.
If appreciated securities are distributed from an S corporation, the corporation will be required to recognize
gain under §311(b). The S corporation will not pay any tax, but each shareholder will be required to report
his or her share of the gain. The shareholders' basis in the distributed securities will then be fair market
value, and any shareholder who immediately sells the distributed securities will not recognize any further
gain. It is only the shareholders who do not plan to sell the distributed securities who will pay a tax earlier
than they would prefer.
52 Section 731(c)(4)(A).
53 Section 731(c)(3)(B).
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The LLC or general partnership form would generally permit a distribution of appreciated property without
recognition of any gain by the entity or the owners. However, when the distributed property consists of
marketable securities, a gain may have to be recognized by the distributee pursuant to §731(c). This
provision treats certain marketable securities as money for purposes of applying the rule that a partner
recognizes gain when a distribution of money exceeds the basis of the partner's interest.
Because the amount of marketable securities treated as money is reduced by the distributes share of any
unrealized appreciation, the amount of the distribution that may be taxable will be less than if the
appreciated marketable securities had been distributed by a corporation. Thus, use of an LLC or a general
partnership will result in a different amount of gain recognition relative to certain S corporation
distributions.
Assume that the four owners each have a basis of
$20,000 in their ownership interests. Now assume that
In some fact patterns, the effects of a
the entity distributes, to each owner, marketable
distribution of marketable securities from a
securities with a fair market value of $15,000 and a
partnership or an S corporation will be the
basis also of $15,000. Section 311(b) will not require
same. This occurs because of a 1994 law
any gain recognition if the distributing entity is an S
change to subchapter K, which change
corporation because the securities are not appreciated.
treats certain marketable securities as
The shareholder's basis in the distributed securities is
money. However, this change does not
$15,000 and the basis of their stock is reduced to
make the partnership form worse than the S
$5,000. The same result occurs in a partnership. The
corporation form.
securities are treated as money, but because the amount
of the distribution does not exceed the basis of the
partners' interest, no gain is recognized. If the value and basis of the securities is instead $30,000, the
owners will recognize $10,000 of gain whether the entity be an S corporation or a partnership.
The preceding discussion shows that, in many cases, the effects on the owners may be the same whether the
entity is an S corporation or a partnership. Before December 9, 1994, marketable securities distributed by a
partnership were not treated the same as money. Partnerships lost some of their advantage over S
corporations with respect to distributions of marketable securities. However, if the securities are
appreciated, partnerships may still offer advantages.
Assume that the ABCD four-person partnership has, among other assets, marketable securities that will be
distributed to the partners. The securities have an aggregate fair market value of $400,000, and each
partner’s share of the fair market value and tax basis of the securities is as follows:

Fair Market Value
Security A
Security B
Security C
Totals

$ 60,000
$20,000
$ 20,000
$100.000

One Fourth of
ABCD's Basis

One Fourth of
Appreciation

$ 20,000
$ 15,000
$ 5,000
$ 40.000

$ 40,000
$ 5,000
$ 15,000
$ 60.000
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Further, each partner has a basis in his partnership
When the distribution is of appreciated
interest of $30,000. Now assume that each owner
marketable securities, the partnership form
receives a share of the securities valued at $100,000.
may allow for a deferral of gain not
Each partner's share of the unrealized appreciation in
available in the S corporation form. Thus,
each security is 25%. The three securities will be
the
partnership form may be better
treated as one for purposes of applying the §731(c)
sometimes, and no worse at other times,
rules. The total fair market value (FMV) of the
than
the S corporation form.
securities exceeds the basis to the partnership by
$60,000 and each partner's share of the unrealized
appreciation is $15,000 [.25 x $60,000]. The amount of the distribution treated as money is then $85,000
[$100,000 FMV reduced by each partner's share of the unrealized appreciation]. Each partner must
recognize $55,000 of gain from the distribution, the $85,000 deemed distribution of money in excess of his
basis in his interest. Each partner's basis in the three securities received in the distribution will be $85,000,
the sum of the basis determined under §732 [$30,000 substituted basis from his partnership interest] and
the $55,000 gain recognized under §731(c). Note that each partner has a realized gain of $70,000 when he
exchanges a partnership interest with a basis of $30,000 for securities valued at $100,000. He recognizes
$55,000 of this gain when the distribution occurs, with the result that he has deferred $15,000 of gain
[$70,000 realized gain minus $55,000 recognized gain equals $15,000 deferred gain]. When the securities
are sold, the deferred gain will be recognized.
Section 732(c) will allocate this $85,000 basis in two steps. First, the $30,000 of basis that represents a
substituted basis of the partner's partnership interest is allocated in proportion to the adjusted basis of each
of the securities to the partnership. Second, the $55,000 additional basis created by the recognition of gain
is allocated in proportion to the unrealized gain in each security.
Security
A
B
C

Step 1
$20,000 x 30/40 +
$15,000 x 30/40 +
$ 5,000 x 30/40 +

Total

Step 2: Gain Adjustment
$55,000 x 40/60
$55,000 x 5/60
$55,000 x 15/60

Total Basis
$51,667
$15,833
$17,500
$85,000

Generally, any gain recognized under §731(c) will be capital gain. The exception occurs when the
distributed securities are either inventory or unrealized receivables as described in §751.54
If the same distribution of appreciated property had been made from an S corporation, each
shareholder w ould report $60,000 of gain as a result of § 3 1 1(d). The shareholders' stock basis
w ill then increase to $90,000. The distribution of securities valued at $100,000 w ill cause each
shareholder to recognize another $10,000 of gain because the distribution exceeds the
shareholder’s stock basis. Thus, each shareholder will report a total gain o f $70,000 and the basis
o f the securities will be $100,000.

54 Section 731(c)(6).
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If all owners intend to sell distributed securities in the same year as the distribution occurs, it does not
matter whether a partnership or an S corporation is selected. If, however, one or more owners intends to
holds all or a portion of the distributed securities, the partnership form will allow for a potential deferral of
gain when the distributed securities are appreciated.
To maintain the flexibility of possibly deferring all or a portion of the gain attributable to distributions of
appreciated securities, it is recommended that a partnership (or LLC) form be selected.
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REORGANIZATIONS OF THE ENTITY

OVERVIEW
When an entity is formed, the owners’ future plans may include an expansion or restructuring of the
business. Very often, such changes may be accommodated by the original entity without the need to
either change the entity form or to add new entities. However, when the entity choice is first made, some
consideration must be given to the future needs of the business and how well the selected form will fit
those needs.
This chapter will discuss reorganizations of the business entity, the acquisition of a new business,
and the discontinuance of the selected form when it is no longer appropriate to the needs o f the
business and its owners.
It is in the reorganization area that the corporate form
shines — corporations may be parties to tax-free
acquisitions of other corporations, or may be acquired
by another corporation in a tax-free transaction. Thus,
we begin this chapter with a discussion of tax-free
business acquisitions involving corporations. We will
discuss the 1996 Job Protection Act changes and other
recent changes to subchapter S, which make it easier to
utilize an S corporation as part of a tax-free
reorganization. This chapter will also discuss mergers
and divisions of partnerships and conversions of
corporations to partnerships or LLCs.

Corporations, both C and S, provide
more flexibility in designing tax-free
reorganizations. Because S corporations
may be part of an affiliated group of
corporations for tax years beginning
after December 31, 1996, an S corpora
tion may now be the acquiring corpora
tion in a nontaxable stock acquisition in
which the target corporation remains in
existence as a subsidiary of the acquiring
S corporation.

USING CORPORATIONS IN NONTAXABLE ACQUISITIONS
A business acquisition may be structured to be taxable or nontaxable. The advantages of a nontaxable
acquisition seem to be clear — most taxpayers would prefer to delay the time at which tax payments
must be made. However, nontaxable transactions must be structured to comply with statutory
requirements, and the parties to the transaction may be unwilling to satisfy one or more of the
requirements.
Nontaxable corporate acquisitions may take one of the following forms:
Nontaxable Asset Acquisitions
■ A statutory merger or consolidation (which may be a forward or a reverse merger);
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■ A forward triangular merger (distinguished from a merger because a subsidiary is used as the
Acquiring Corporation and additional requirements must be satisfied); or,
■ A contractual acquisition of assets in exchange for voting stock.
Nontaxable Stock Acquisitions
■ An acquisition of stock in exchange for voting stock; or,
■ A reverse triangular merger (in which the Target survives).
To satisfy the requirements for a tax-free acquisition, a transaction must meet certain definitional rules of
what a nontaxable acquisition is. If the definitional rules are met, then the operational rules applicable to
nontaxable acquisitions explain what the resulting tax treatment is to all parties to the reorganization.
When tax practitioners think of nontaxable acquisitions, what comes to mind is the "alphabet" of
acquisition forms; Type A; Type B; and Type C. [Type D may also be an acquisition form, although it is
most commonly a division of a corporation. Types E, F, and G are not used for acquisitions.]
Types A, B, and C refer to a definition of a form of acquisition as found in §368(a)(l). That is, an "A"
reorganization is described in §368(a)(l)(A), a "B" in §368(a)(l)(B), and so on. Section 368 is a definitional
provision only; it merely defines what a reorganization is for purposes of applying §§301 to 368.
The key operating provisions applicable to nontaxable acquisitions are found in §§354, 356, 357, 358, 361,
362, and 1032. It is easier (although not easy) to understand the tax result of a corporate acquisition by
reference to the operating provisions. Once the operating provisions are understood, we can then review the
definition of a corporate reorganization to which those operating rules apply.
Operating Rules O f Corporate Reorganizations
There are generally three parties to a corporate reorganization — the Target Corporation (Target), the
shareholders of the Target Corporation, and the Acquiring Corporation (Acquiring). Of course, the
shareholders of the Acquiring Corporation also have an interest in the acquisition, and may need to approve
the transaction by affirmative vote, but shareholders of Acquiring generally do not receive any property and
thus experience no immediate tax effect from the transaction. We will address the tax effects of the
acquisition on the three parties previously identified.
Corporate reorganizations are complicated because the deal points are often very complex, that is, the devil
is in the details. But the general provisions governing reorganizations are readily understandable to a
practitioner with experience in nontaxable exchanges.
The principle underlying the nontaxability of a corporate reorganization is a continuation of
investm ent in an alternative form. That is, the taxpayer, by continuing to own property sim ilar to
the property surrendered, has not converted the substantive nature of her investm ent so as to
ju stify a taxable transaction. The m echanism to ensure that the nonrecognition of gain is a
deferral only, and not an exclusion, is the basis of the property received in the exchange.
101

CHAPTER 5
If the shareholder of a corporation surrenders his stock and in exchange receives stock in Acquiring, there
is a change in form only, and not in substance, of the investment. The shareholder may recognize no gain,
but the basis of the stock received will be adjusted to ensure that any gain realized in the exchange, but not
recognized is deferred. If the shareholder receives property other than qualifying property (boot), gain will
be recognized equal to the lesser of the value of the boot or the gain realized from the exchange.
Target, as a party to the reorganization, will also generally recognize no gain or loss because it experiences
no change in the substance of its investment. Acquiring must use stock as part of the consideration, and is
protected by a general rule of tax law that a corporation recognizes no gain or loss when dealing in its own
stock or securities.
The basic tax result of a nontaxable acquisition is no more complicated than that of any other nontaxable
exchange.1 Using a basic knowledge of nontaxable exchanges, we may say that the result of a nontaxable
corporate acquisition should, if it follows general principles of nontaxable exchanges, be as follows:
1.

Target shareholders should generally recognize no gain or loss.

2.
The basis of qualifying property received by Target shareholders should be determined so
that any gain realized, but not recognized, from the exchange is merely deferred.
3.
If the Target shareholders receive any boot property, they should recognize any realized gain
to the extent of the value of the boot received.
4.
Target should recognize no gain or loss provided it realized no change in the substance of
its asset holdings.
5.
Acquiring should recognize no gain or loss for use of its stock or securities to effectuate the
acquisition.
Let's now turn to the specific language of the operating provisions applicable to nontaxable acquisitions to
determine if the five tax results listed above, which we determined should be true based on our knowledge
of nontaxable exchanges, are actually found in the law. (The Appendix to this chapter contains a detailed
discussion of the reorganization provisions of the Code.)

1 For example, like-kind exchanges (§1031), involuntary conversions (§1033) and rollover of gain from the sale of
qualified small business stock (§1045) operate on the same principle as tax-free corporate reorganizations.

102

REORGANIZATIONS OF THE ENTITY

CASE STUDY 5-1: ACQUISITION OF BUSINESS ASSETS
Facts:
Target is a business owned equally by four individuals. The current balance sheet appears as follows:
Fair Market Value
Cash
Inventories
Equipment
Real property
Totals

Adjusted Tax Basis
$ 30,000
170,000
140,000
300,000
$640.000

$ 30,000
100,000
20,000
130,000
$280.000

The basis of each owner's interest is $70,000. The equipment has $220,000 of potential §1245 depreciation
recapture; there is no recapture potential for the real property.
Acquor Industries has offered to purchase all of the assets of Target. Acquor is willing to structure the deal
to suit the tax objectives of the owners of Target.
Target may be a C corporation, an S corporation, or an LLC.
Required:
Compare the consequences of the proposed acquisition assuming that
1.

Acquor will pay $800,000 cash to purchase the assets of Target.

2.

Acquor will use $800,000 of Acquor stock to acquire the assets of Target.

Discussion:
If Acquor uses cash to acquire the assets of Target, the business will have made a taxable disposition of its
assets. Because the facts indicate that Target may be a C corporation, an S corporation, or an LLC, we will
consider the effects of a cash acquisition to the entity and to its owners. To begin, we should note that the
purchase price suggests the existence of unrecorded goodwill in Target's business. The excess of the
purchase price ($800,000) over the fair market value of identifiable assets ($640,000), or $160,000, would
be recorded as goodwill.
The effects of a taxable purchase of assets (ignoring state taxes) would be as follows for each of the
possible entity types:

103

CHAPTER 5
1.
Target is a C corporation — Target will recognize $520,000 of gain from the asset sale.
This gain will be taxed at a flat 34% tax rate,2 and Target will pay $176,800 of tax. Target will then
have $623,200 available to distribute to its four shareholders. Because Target has ceased active
business operations, it will liquidate and distribute the cash to the four shareholders, with each
shareholder receiving $155,800. Each shareholder will report a capital gain of $85,800, and will pay
a capital gains tax of $17,160 (at an assumed 20% rate). The net effect is that each shareholder will
receive $138,640 in exchange for his or her ownership interest. Because each interest represented
$200,000 of net asset value, $61,360 of taxes is assessed against each of the four interests. Acquor
will have an $800,000 tax basis in the acquired assets, which basis will be allocated among
individual assets using the allocation provisions of §1060.
2.
Target is an S corporation — Target will again recognize $520,000 of gain from the asset
sale. If we assume that Target is not subject to the built-in-gains tax, Target will not pay any tax on
this gain. Instead, the gain will flow through to the four shareholders, retaining its character. The
gain from the sale of the inventory ($70,000) will be ordinary income as will the gain attributable to
the equipment ($120,000). The remaining gain relates to the real property and the goodwill. The
$170,000 gain related to the real property should be §1231 gain and the $160,000 related to
goodwill will be capital gain. The flow-through of gain will increase the basis of each shareholder's
stock to $200,000, so that the distribution in liquidation will not create any further gain. If each
shareholder is in a 39.6% tax bracket for ordinary income and a 20% bracket for both capital and
§1231 gains, the total tax paid will be $141,240 [(.396 x $190,000) + (.20 x $330,000)]. Each
shareholder will net $164,690. Acquor will have an $800,000 tax basis in the acquired assets, which
basis will be allocated among individual assets using the allocation provisions of §1060.
3.
Target is an LLC — The answer will be exactly the same as if Target were an S
corporation, including the effect on the entity, the owners, and Acquor.
If Acquor uses its stock as consideration, and if Target is a C corporation or an S corporation, the
acquisition may be tax-free if it qualifies as a merger (Target is merged into Acquor), a forward triangular
merger (Target is merged into a subsidiary of Acquor, but Acquor stock is used as the consideration), or a
“Type C” acquisition (Acquor uses its voting stock to acquire substantially all of Target's assets). If Target
is an LLC, the acquisition may not qualify for tax-free treatment under §368(a)(l), except as noted in the
discussion below. The effect of a stock acquisition on each of the parties is as follows:
1.
Target is a C corporation — Target will recognize no gain from the exchange of its assets.
Target will function as a conduit because it will receive Acquor stock and immediately distribute
that stock to its four shareholders. Target shareholders will recognize no gain from receipt of
Acquor stock. Each shareholder's basis in the Acquor stock received will be $70,000. Acquor's
basis in the assets acquired will be $280,000. The basis of each asset will be unchanged and there
will be no allocation to goodwill. Section 1060 allocation principles will not apply because the asset
basis is not determined by reference to purchase consideration paid. Tax attributes of Target, as
listed in §381(c) will survive with Acquor. If Acquor is an S corporation, it will have net unrealized
built-in gains of $520,000 related to the assets acquired from the Target C corporation.

2
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2.
Target is an S corporation — The tax treatment of both Target and Target shareholders will
be the same as if Target were a C corporation. The answer will be the same for Acquor with the
exception of the potential for a built-in-gains tax if Acquor is an S corporation.
3.
Target is an LLC — Target will recognize $520,000 of gain from the asset sale. Target will
not pay any tax on this gain. Instead, the gain will flow through to the four members, retaining its
character. The gain from the sale of the inventory ($70,000) will be ordinary income as will the gain
attributable to the equipment ($120,000). The remaining gain relates to the real property and the
goodwill. The $170,000 gain related to the real property should be §1231 gain and the $160,000
related to goodwill will be capital gain. The flow-through gain will increase the basis of each
member's interest to $200,000, so that the distribution in liquidation will not create any further gain.
If each member is in a 39.6% tax bracket for ordinary income and a 20% bracket for both capital
and §1231 gains, the total tax paid will be $141,240 [(.396 x $190,000) + (.20 x $330,000)]. Each
member will net $164,690. Acquor will have an $800,000 tax basis in the acquired assets, which
basis will be allocated among individual assets using the allocation provisions of §1060.
O f course, it w ould be fo o lish fo r LLC m embers to agree to receive stock i f the transaction
is fu lly taxable, unless the m em b ers’ fir s t investm ent choice is A cquor stock. I f the
transaction is fu lly taxable, Target m embers may p refer a cash sale. However, if Target
m em bers are w illing to accept A cquor stock, they should consider changing the entity
fo rm to a corporation to perm it a tax-free acquisition. This m ay be done in one o f the
fo llo w in g two ways:
1.

Liquidate Target and have each member transfer assets to a new corporation.

2.
Using the election provisions o f Regulations §301.7701-3(c), file an affirmative
election to treat Target as an association fo r tax purposes. This alternative avoids the need
to actually create a new corporation.
If Target LLC members are willing to receive stock in Acquor as purchase consideration,
the members should con-sider making an affirmative election to treat Target as an
association for tax purposes. Such an election will allow for a tax-free acquisition.
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CASE STUDY 5-2: ACQUISITION OF INTERESTS IN A BUSINESS
Facts:
Target is a business is owned equally by four individuals. The current balance sheet appears as follows:

Cash
Inventories
Equipment
Real property
Totals

Fair Market Value
$ 30,000
170,000
140,000
300,000
$640,000

Adjusted Tax Basis
$ 30,000
100,000
20,000
130,000
$280,000

The basis of each ow n er's interest is $70,000. The equipment has $220,000 of potential §1245
depreciation recapture; there is no recapture potential for the real property.
Acquor Industries has offered to purchase all of the interests of the owners of Target. Acquor is willing to
structure the deal to suit the tax objectives of the owners of Target.
Target may be a C corporation, an S corporation, or an LLC.
Required:
Compare the consequences of the proposed acquisition assuming that
1.
Acquor will pay $800,000 cash to purchase the interests (stock or membership interests) of
the business.
2.
Acquor will use $800,000 of Acquor stock to acquire the interests (stock or membership
interests) of the business.
Discussion:
If Acquor uses cash to acquire the interests of T arget's owners, the owners will have made a taxable
disposition of the interests. However, the assets of the business have not been acquired and the entity itself
will generally have no tax consequences. Because the facts indicate that Target may be a C corporation, an
S corporation, or an LLC, we will consider the effects of a cash acquisition of the interests to Target and to
its owners. To begin, we should note that the purchase price suggests the existence of unrecorded goodwill
in Target' s business. The excess of the purchase price ($800,000) over the fair market value of identifiable
assets ($640,000), or $160,000, would be goodwill of the business. However, because the assets were not
purchased, it is not generally possible, except as noted in the discussion below, to record such goodwill for
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tax purposes. Of course, because goodwill is a 15-year §197 asset, Acquor would prefer to record the
goodwill to obtain future amortization deductions.
The effects of a taxable purchase of ownership interests would be as follows for each of the
possible entity types:
1.
Target is a C corporation — Each
shareholder will receive $200,000 in
exchange for stock with a basis of $70,000,
resulting in a recognized capital gain of
$130,000. Target itself will recognize no gain
or loss because it has not sold any assets.
Acquor will have a basis of $800,000 in the
stock it has purchased but the basis of Target
assets will remain unchanged at $280,000.
Acquor will not be able to record any
goodwill for tax purposes because it has not
acquired the assets of Target.

If Target is a C corporation, all gain
reported by Target shareholders will be
capital because the stock is a capital
asset. Acquor will not receive any ad
justment to the basis of Target assets
unless a §338 election is made by Target,
which election would be ill-advised.

If the sale of stock occurs after August 5, 1997, the selling shareholder may be eligible to defer the gain
under §1045. The stock that is sold must be qualified small business stock as defined in §1202 that has
been held for more than six months. Within 60 days of the sale, the selling shareholder must reinvest in
other qualified small business stock. The basis of any replacement stock acquired is reduced by the gain
deferred. This deferral is available only if the Target is a C corporation.
Acquor may treat the stock purchase as if it were an asset purchase, with the result that the basis o f
the acquired assets will be $800,000 and $160,000 o f goodwill will be recorded, if a §338 election
is made by Target. Such an election will have a result, to both Target corporation and its
shareholders, described in the solution to Case Study 1-6. Because two levels o f tax would result
from this election, it would be ill-advised fo r Target to make such an election. I f Target were a
member o f an affiliated group o f corporations, a §338(h)(10) election may be advisable to allow
Acquor to take a purchase basis in Target assets. Such an election must be made by the selling and
purchasing corporations. See Case Study 1-7 fo r more detail.
2.
Target is an S corporation — The
answer will be the same as for a Target C
corporation. If Acquor is a C corporation, the S
election of Target will be terminated because a C
corporation is not an eligible shareholder.3 If
Acquor is an S corporation, the election of
Target will be terminated for any tax years
beginning before January 1, 1997 because S
corporations could not be members of an
affiliated group of corporations before that date.

If Target is an S corporation, Target
shareholders will again report all capital
gain. A §338(h)(10) election will allow
Acquor to adjust the basis of Target
assets but such an election would require
Target shareholders to recognize ordi
nary income for gain attributable to the
inventory and equipment.

3 Section 1361(b)(1)(B).
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For tax years beginning after December 31, 1996, Target could continue as an S corporation as a
subsidiary of Acquor provided an election is made to treat Target as a qualified subchapter S
subsidiary. Such an election, which is available only for 100% owned subsidiaries, results in the
subsidiary' s income being reported as a division of the parent S corporation. That is, all income of
Target would be included on Acquor' s return and Target would not file a separate return.
If Acquor wants a purchase basis in Target assets, including the ability to record and amortize
purchased goodwill, a §338(h)(10) election is available. Final regulations issued under §338(h)(10),
effective January 20, 1994, allow an S corporation Target to be a party to a §338(h)(10) election (the
election generally requires that Target be a member o f an affiliated group o f corporations so that the
seller o f the stock is a corporation). Target will be treated as if its assets were sold while Target was still
an S corporation. Thus, the gain from the deemed asset sale will flow through to Target shareholders
and there will be only one level o f tax. Acquor would be treated as if it had purchased Target assets fo r
$800,000. The cost to Target shareholders is that the gain attributable to the equipment and inventory
will be reported as ordinary income instead o f capital or §1231 gain. I f all Target shareholders are in
the 39.6% tax bracket, the election will cost Target shareholders $37,240 ($190,000 taxed at 39.6%
rather than 20%). Because Acquor would benefit from the election (Acquor's basis in Target assets
would be $800,000 and it would be able to amortize purchased goodwill), Target shareholders should
demand additional consideration to offset the cost o f the election. The additional consideration would
itself be taxable as capital gains and Target shareholders should request another $46,550 ($37,2407.80)
to compensate fo r the cost o f the election.
3.
Target is an LLC — The purchase of
100% of the ownership interests of Target will
terminate Target pursuant to §708(b)(l)(B).
Target members will each report gain of
$130,000. Of that amount, $47,500 will be
ordinary income pursuant to §751. Section 741
will allow the remaining gain to be capital gain.
Whether Target can continue as an LLC
depends on relevant state law. Most state LLC
statutes require that LLCs have at least two
members. In states that permit a one member
LLC, it may be possible for Target to continue
as a one member LLC. However, a one
member LLC cannot be taxed as a partnership
for tax purposes. Acquor will be treated as if it
purchased the assets of Target and will have an
$800,000 basis for tax purposes.

If Target is an LLC, §751 will require
Target members to recognize ordinary
income for consideration attributable to
the inventory and equipment. The LLC
will terminate for tax purposes pursuant
to §708(b)(l)(B) because 50% or more of
the ownership interests have been sold,
and it may also terminate for state law
purposes because there will be only one
member. Most states allow for a single
member LLC, and the LLC would then
continue under state law.
A single
member LLC would be a disregarded
entity for tax purposes.

L e t's assume that Acquor purchased only 40% o f the interests. Acquor's basis in its interest will be
purchase cost, but the basis o f the assets represented by that interest would not be changed. I f the LLC
had a §754 election in effect, Acquor could adjust the basis o f its share o f LLC assets as provided in
§743. I f Acquor purchased 80% o f the interests, Target would terminate under §708(b)(l)(B) because
there had been a sale o f more than 50% o f its interests. Target will be treated as if it had contributed
membership interests to a new LLC and then distributed the interests o f the new LLC in liquidation o f
Target. Without a §754 election, Acquor would receive no asset basis adjustment.
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NONTAXABLE DIVISIONS OF A CORPORATION
Chapter 4 noted that it is not possible to distribute appreciated property from a corporation to a shareholder
without recognition of gain by the corporation. However, it is possible for a corporation to distribute stock
of a controlled corporation without any gain recognition. The shareholder who receives such stock may also
avoid any gain recognition. Such divisive reorganizations, so-named because they involve the division of a
single corporation, have become quite popular as the last opportunity to distribute appreciated property (in
this case stock) without any gain recognition.
Corporate divisions take one of the following three forms:4
1.
A spin-off, in which stock is distributed pro rata to all shareholders, and no stock in the
distributing corporation is surrendered. A spin-off resembles a dividend distribution.
2.
A split-off, in which stock is distributed in exchange for the surrender of shares in the
distributing corporation. A split-off resembles a distribution in redemption of stock.
3.
A split-up, in which stock is distributed in exchange for the surrender of all of the shares of
stock held by the distributee. A split-up resembles a distribution in liquidation of the distributing
corporation.
Each of the three divisive reorganizations can be tax-free to
both the distributing corporation and the distributee
shareholder if the requirem ents of §355 are met. Basically,
the distributed stock must represent control (80% o f voting
rights and of the number of all nonvoting classes) of a
subsidiary and must not be a "device" for the tax-free
distribution of earnings and profits.5
Both the distributing corporation, and the controlled corporation
whose stock is distributed, must be engaged in the conduct of an
active trade or business immediately after the divisive
reorganization. An active trade or business is one that has been
conducted for five years before the date of distribution, and
which was not acquired in a taxable transaction.6

The
controlled
corporation
distributed in a divisive reorgan
ization may not have been
acquired within five years in a
taxable transaction so that a
corporation with excess cash does
not attempt to distribute that
cash by using it to acquire a
business that the owners may
want to conduct, and then
distribute that newly acquired
business as a tax-free divisive
reorganization.

The ability to divide an existing corporation without recognition of gain helps to mitigate any disadvantage
of the corporate form created by the difficulties in distributing appreciated property without adverse tax
consequences to the entity and its owners.

4 Section 368(a)(1)(D).
5 Section 355(a)(1).
6 Section 355(b).
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MERGERS AND DIVISIONS OF PARTNERSHIPS
When two or more partnerships are merged into one, the surviving partnership is treated as a continuation
of that partnership whose partners own more than 50% of the capital and profits of the surviving
partnership.7 Any partnership which is not treated as the survivor is terminated by the merger.
EXAMPLE: The XY and the TZ partnerships are merged. Partners in the XY partnership acquire
75% of the capital and profits interests in the surviving partnership. The surviving partnership is
treated as a continuation of the XY partnership. The TZ partnership is terminated by the merger.
The terminated partnerships in a merger are treated as if they had contributed all assets and liabilities in
exchange for interests in the surviving partnership. Then, they distribute the acquired interests to their
partners in liquidation of the terminated partnership.8
A merger may create significant accounting problems when the partnerships use different methods of
accounting or report on different tax years.
If a single partnership is divided into two or more partnerships, any resulting partnership which includes
members who owned more than 50% of the capital and profits in the old partnership shall be treated as a
continuation of the old partnership.9 The continuing partnership uses the same tax year and method of
accounting of the old partnership.
EXAMPLE: The TZXY partnership is divided into the TZ and the XY partnerships. The TZ
partnership includes partners who owned 60% of the capital and profits interests in the TZXY
partnership. The TZ partnership will be treated as a continuation of the TZXY partnership. The
surviving XY partnership is a new entity and not a continuation of the old entity.
If none of the resulting partnerships meets the more than 50% test, then the old partnership is treated as
terminated for tax purposes.

7 Section 708(b)(2)(A).
8 Revenue Ruling 68-289, 1968-1 CB 314.
9 Section 708(b)(2)(B).
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CASE STUDY 5-3: DIVISION OF A BUSINESS
Facts:
A business, which we will refer to as "Realco" has two divisions, each of which constitutes a separate
trade or business that has been operated by Realco for seven years. One division is a construction business
and will be called "Construction." The other division is a design business and will be called "Design."
The fair market value and tax basis of the total assets held by each division are as follows:

Construction
Design

Fair Market Value
$3,000,000
$ 1,000,000

Adjusted Tax Basis
$ 1,780,000
$ 760,000

Realco is owned by four individuals, each owning 25% of the entity. Robert is a licensed architect who
handles virtually all of the operations of Design. Robert has had disputes with the other three owners for the
past two years, and all of the parties agree that it is best if Robert took the assets of Design and went his
own way. The parties are willing to structure the arrangement to maximize the tax benefits to Robert. None
of the shareholders are related within the meaning of §318.
Realco may be a C corporation, an S corporation, or an LLC. Robert' s basis in his interest is $400,000.
Discussion:
The following discussion will address how design may be distributed to Robert with the best tax result,
assuming that Realco is, in turn, a C corporation, an S corporation, and an LLC.
1.
Realco is a C corporation — If the
assets of Design are distributed in complete
redemption of R obert' s Realco stock, the tax
result is clear. Realco will recognize
$240,000 of gain pursuant to §311(b), which
treats the corporation as if it sold the
distributed assets to Robert at fair market
value. Robert will recognize gain of $600,000
($1 million received minus $400,000 stock
basis) and his basis in the distributed assets
will be $1,000,000. The gain will qualify as
10
capital gain under §302(b).
Realco and
Robert could avoid gain recognition if Realco
first contributes the assets of Design to a new
corporation, which we will call "Newco," in

If Realco is a C corporation, the distri
bution of Design assets in redemption of
Robert’s shares will be taxable to both
Realco and Robert. However, the trans
action may be structured as a §355
"split-off” in which Design assets are
transferred to a controlled corporation
and R obert's shares in Realco are then
redeemed in exchange for the shares of
the controlled corporation. A split-off
would be tax-free to Robert and Realco,
although both the corporate and share
holder gain would simply be deferred.

10 Sections 302(b)(2), (b)(3), and (b)(4) would all support exchange (capital gain) treatment for Robert.
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exchange for 100% of the stock of Newco. Realco may then distribute the stock of Newco to
Robert in exchange for his Realco stock. This transaction should be tax-free to both Newco and
Robert because it qualifies as a split-off under §355. Realco is distributing control of Newco,
Newco will operate a trade or business after the distribution as will Realco, and both businesses
have been in operation for more than five years. There must be a business purpose for the
distribution so that the distribution is not a "device" for the distribution of R ealco' s earnings and
profits. The shareholder dispute will qualify as a business purpose. Robert will have a substituted
basis ($400,000) in the Newco shares acquired and N ew co' s basis in Design assets will be
$760,000.11 R obert' s new corporation (Newco) will succeed to the corporate-level tax on D esign' s
assets and Robert individually will defer the gain attributable to his own shares.
2.
Realco is an S corporation — The result would be similar to that of a C corporation, except
that a distribution of Design assets would not result in a corporate tax. However, §311(b) would
require the corporation to recognize gain of $240,000, which gain would be allocated equally to the
four shareholders, including Robert. R obert' s stock basis would then be $460,000, and he would
recognize an additional $540,000 of gain when his shares are redeemed (for a total of $600,000,
including the flow-through gain). The basis of assets received would again be $1 million. The S
corporation could also established a controlled corporation (that is, Newco) to hold Design assets
and to be used to effectuate a split-off. For tax years beginning after December 31, 1996, it is clear
that an S corporation may own 80% or more of a C corporation (provided the S corporation does
not join in the filing of a consolidated return) or 100% of a qualified subchapter S subsidiary (which
requires an affirmative election). The stock of the controlled subsidiary (which holds Design assets)
could then be distributed in a §355 split-off, with the same result as described for the C corporation
situation.
3.
Realco is an LLC — Because there is no provision
for a divisive tax-free reorganization involving an LLC that
is taxed as a partnership, the distribution will be taxed under
subchapter K. Unless there is a concern with a
disproportionate distribution of §751 assets (see Case Study
4-5), the distribution of Design assets to Robert will be taxfree pursuant to §731. R o b ert's basis in distributed assets
will be $400,000, the substituted basis of his LLC interest
which is terminated with the distribution.12 The basis will be
allocated under the rules of §732(c), first to inventory and
unrealized receivables in an amount equal to the L L C ' s
basis in such assets, with any remaining basis allocated in
proportion to the basis of the distributed assets to the LLC.

11 See §358(a) for Robert' s basis and §362(b) for Newco' s basis.
12 Section 732(b).
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CONVERSION OF A CORPORATION TO A PARTNERSHIP
Overview
Because it offers both liability protection to all owners, regardless of their participation in the business, and
the tax flexibility of the partnership form, the LLC form is becoming the entity of choice for many new
businesses. There are also many owners of businesses that are presently in the corporate form that are
interested in converting to the LLC form. The problem with such a conversion is that it will involve a
taxable liquidation of the corporation.
There are four basic ways of converting a business or investment operated in corporate form to a
partnership.
1.
A liquidation of the corporation with a distribution of all assets to the shareholder(s), with
the assets then contributed to a partnership.
2.
A transfer, by each shareholder, of all of the corporate stock to the partnership, followed by
a liquidation of the corporation. The partnership then acquires all corporate assets as a result of the
liquidation.
3.
A transfer of assets by the corporation to a partnership, followed by a distribution of the
partnership interest to the shareholders in liquidation of the corporation.
4.
A transfer of assets by the corporation to a partnership, follow ed by a continuation
of the corporation. The corporation will hold an interest in the partnership rather than
directly owning its assets. This alternative is different from the first three because the
corporate existence continues.
The sections that follow compare the tax consequences of the alternatives. The first establishes the
consequences of a corporate liquidation. Once the tax effect of a corporate liquidation is established, the
discussion of the other alternatives becomes easier to understand.
Liquidation o f Corporation, Followed by Contribution o f Assets (Alternative 1)
The distribution of assets by a corporation in complete liquidation will be treated as a deemed sale of the
assets to the distributee shareholders at fair market value.13 Generally, both gains and losses are
recognized from the liquidation.14

13 Section 336(a).
14 In contrast, when a corporation distributes assets but does not liquidate, §311(b) requires that any inherent gain be
recognized but Section 311(a) disallows recognition of any loss.
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If the corporation is a regular C corporation, the
distribution will often result in two levels of tax.
If the liquidating corporation is an S corporation,
there may be only one level of tax, but the
distribution of corporate assets will be a taxable
transaction. The same provisions (found in
subchapter C) apply to both C and S corporations.
The tax treatment of the liquidation is as follows:

Both C corporations and S corporations are
deemed to have sold assets in a taxable
transaction when a distribution is made in
liquidation of the corporation. Similarly, the
receipt of a liquidating distribution by
shareholders of both C and S corporations is a
taxable exchange transaction.

■ Liquidated Corporation (§336) — The liquidated corporation will recognize gain and loss on all
assets. The corporation recognizes gain or loss measured by the difference between the fair
market value of corporate property and the basis of such property to the corporation. If the
shareholder assumes a liability or takes property subject to a liability, fair market value cannot
be less than the amount of the liability.15 The character of any gains and losses as ordinary,
capital, or §1231 is determined as if the assets had been sold to the shareholders.
Because the entity "dies" with the liquidation, all tax attributes disappear.16 However, attributes
are available to the corporation when filing its final income tax return. Thus, if the entity has
unused capital loss carryforwards, and related items, it is important to plan for the use of the
carryforwards in the final income tax return.
■ Shareholders (§331) —The receipt of a distribution of money or property in cancellation of the
shares of the liquidated corporation is a sale or exchange transaction for the shareholder. Thus,
the shareholder recognizes a gain or loss measured by the difference between the fair market
value of property received and the basis of the stock in the liquidated corporation.17
The shareholder's gain or loss will almost always be capital in nature, because the stock would,
in almost all cases, be a capital asset to the shareholder. The transaction is treated as an
exchange of property for stock regardless of the existence of earnings and profits — the
liquidation is one-way to bail-out corporate profits at capital gains rates.
The long-term or short-term nature of the gain or loss w ould depend on w hether the
more than one year holding period requirem ent was satisfied. Gains may be eligible for
the exclusion for qualified small business sto ck .18 Losses may be eligible for ordinary
loss treatm ent under §1244.
Because the shareholders have received all property in a fully taxable transaction, the basis of
the property received is its fair market value as of the date of distribution.19 The holding period
would begin on the date of the distribution.
15 Section 336(b).
16 See §381(c) for a list of corporate tax attributes that would disappear with the liquidation.
17 Section 331(a).
18 Section 1202.
19 Section 334(a).
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Transfer o f Stock Followed by Liquidation o f Corporation (Alternative 2)
This alternative has the same tax result as the first alternative. The difference is that there is only one
transfer of asset title, which occurs when the corporation is liquidated. [That is, there is no need to transfer
the assets to the partnership after the liquidation because the partnership is the owner of the stock at the
time of the liquidation].
The tax effects are the same because the transfer of stock to the partnership is tax-free under §721. The
former shareholders of the corporation are now partners of a partnership with a basis in their partnership
interests equal to the basis of their former stockholdings.20 Section 704(c) will require that any gain
attributable to the contributed stock be allocated to the contributing partner. Thus, when the corporation is
liquidated and the partnership recognizes gain,212that gain must be allocated among the partners to reflect
the amount of pre-contribution gain or loss related to each partner. This should produce the same result as
in Alternative 1 above.
22

The partnership's basis in the corporate stock will equal each of the former shareholders' bases. When the
corporation is liquidated, the partnership will acquire a fair market value basis in each of the assets received
in the liquidation.23 This result is again the same as in Alternative 1 above.
Because a partnership may not own stock in an S corporation, a transfer of S Corporation stock to a
partnership will terminate the S election. However, an immediate liquidation of the entity should avoid the
need to file a short period return as an S corporation and another return as a C corporation.
Asset Transfer by the Corporation, Followed by Distribution o f the Interest (Alternative 3)
If the corporation, be it an S or a C corporation, transfers assets to a partnership in exchange for an interest
in the partnership, the transfer will be tax-free under §721(a). The partnership will have a carryover basis in
the assets of the corporation under §723. The corporation's basis in the partnership interest will be the same
as the basis of the assets transferred.24
If the corporation distributes the partnership interest in liquidation of the corporation, the tax result is
similar to that described in Alternative 2. The corporation recognizes gain or loss equal to the difference
between the fair market value and tax basis of the partnership interest.25 The shareholder(s) recognize a
capital gain or loss equal to the difference between the amount realized from the liquidation, which may be
reduced by a corporate-level tax, and the basis of their stock.26 The partnership interest acquires a fair
market value basis to the distributee shareholders.27
20 Section 722.
21 See §331(a).
22 Section 723.
23 Section 334(a).
24 Section 722.
25 Section 336(a).
26 Section 331(a).
27 Section 334(a).
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W hen com pared to a d istrib u tio n o f assets in
liq u id a tio n o f the c o rp o ra tio n , fo llo w ed by a
tra n sfe r o f the assets to a p a rtn e rsh ip , the tax
re su lts to the c o rp o ra tio n and the sh areh o ld e rs
in itia lly ap p ear to be id e n tic a l. H ow ever,
w hen the assets are first d istrib u te d to the
sh areh o ld e rs, such assets acquire a fair m ark et
value b asis w hich then carries over to the
p a rtn e rsh ip on the su b seq u en t c o n trib u tio n . In
c o n tra st, if the c o rp o ra tio n first tra n sfe rs the
assets to the p a rtn e rsh ip and then liq u id a te s,
the p a rtn e rsh ip 's b asis in the assets is the
sam e as in the c o rp o ra tio n . T hat is, there is no
a d ju stm en t to fair m arket value. In both cases,
the p a rtn e rsh ip in te re st has a b asis equal to its
fair m arket value.

Before making or advising a §754
election, you must determine the costs
and benefits of such an election. Once
made, the election is binding on all
future tax years unless the IRS permits a
revocation of the election. The election
may result in both positive and negative
adjustments to the basis of assets. For
example, if the corporation described in
this section had a basis in the assets in
excess of their fair market value, the
election would result in a reduction in
the partnership’s asset basis. Even if the
overall adjustment is positive, the
allocation of the adjustment may not be
favorable, such as when the increase is
allocated to nondepreciable assets. The
election also generally requires addition
al record keeping by the partnership.

The d isp arity in the b a sis of the p a rtn e rsh ip 's
assets may be c o rre cted if the p a rtn e rsh ip has
a §754 elec tio n in e ffect. T his e lec tio n w ould
allow the sh areh o ld e rs o f the c o rp o ra tio n to
a d ju st the b asis o f th e ir share o f the assets o f the p a rtn e rsh ip so th at such b asis w ould
equal the b asis o f the p a rtn e rsh ip in te re s t.28 If the tra n sfe r is to a p a rtn e rsh ip th a t has ju s t
been c reated by the sh areh o ld e rs, the tax p ra c titio n e r should g e n erally ad v ise th a t a §754
elec tio n be m ade on the first retu rn .
Asset Transfer Followed by Continuation o f Corporation (Alternative 4)
If the corporation, be it an S or a C corporation, transfers assets to a partnership in exchange for an interest
in the partnership, the transfer will be tax-free under §721(a). The partnership will have a carryover basis in
the assets of the corporation under §723. The corporation's basis in the partnership interest will be the same
as the basis of the assets transferred.29
If the co rp o ra tio n does not liq u id a te , the in h e re n t gain or loss in the p a rtn e rsh ip in te re st is
not trig g ere d on the c o rp o ra te tax retu rn . A lso, co rp o rate tax a ttrib u te s su rv iv e. The
co rp o ra tio n then co n tin u e s in e x isten c e as a p a rtn e r in the p a rtn e rsh ip . T his stru c tu re may
be d esirab le to d efer the tax ab le liq u id a tio n o f the en tity .
A transfer of assets to a new partnership followed by a continuation of the corporate existence may be used
to avoid corporate-level gain on posttransfer appreciation in the assets. If the assets are held in a C
Corporation, appreciation will eventually be subject to two levels of tax, either when the assets are sold or
28

Section 743, applicable to transfers of an interest in a partnership. In the context of this example, the adjustment
occurs because the shareholders are deemed to have purchased the interest from the corporation. The purchase of the interest
would result in a §743 adjustment if the partnership has previously made a §754 election, or if the election is made by the due
date of the partnership's return for the year of the transfer.
29 Section 722.
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when they are distributed to the shareholders. Converting the C Corporation into an S Corporation will not
avoid two levels of tax for any gains realized within the ten-year recognition period for the built-in
gains tax, and may not avoid two levels of tax even for post-conversion appreciation.30
If a C Corporation transfer assets to a partnership in exchange for a general partnership interest, and
if the shareholders of the corporation transfer property in exchange for lim ited partnership interests
in the same partnership, the partnership agreement may allocate much of the posttransfer
appreciation to the shareholders in their individual capacities. Thus, posttransfer appreciation may
largely escape the corporate-level tax. Any pretransfer appreciation must be allocated to the
corporation under the principles of §704(c). Posttransfer appreciation may be allocated by
agreement subject to the requirem ent of §704(b).31 If the corporation has substantial non-tax
reasons for establishing a partnership to continue its business activities, the continued existence of
the corporation will defer the corporate-level gain.

30 Section 1374 provides the rules for the built-in-gains tax. If the taxpayer can prove the amount of any net
unrealized built-in-gains as of the conversion date [see § 1374(d)(1)], then post-conversion appreciation will only be subject to
one level of tax. However, a costly appraisal may be required to distinguish preconversion gains from postconversion gains.
Also, the S election will immediately trigger a LIFO recapture tax if LIFO inventories are maintained, which tax is payable
over four years [§ 1363(d)].
31 Section 704(b) and 704(c) allocations are discussed in detail in Chapter 3.
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CASE STUDY 5-4: CONVERSION OF A CORPORATION TO AN LLC
Facts:
Conversion, Inc., an electing S corporation, is owned equally by four individuals. The current balance sheet
appears as follows:

Cash
Inventories
Equipment
Real property
Totals

Fair Market Value
$ 30,000
170,000
140,000
300,000

Adjusted Tax Basis
$ 30,000
100,000
20,000
130,000

$640,000

$280,000

The basis of each ow ner's interest is $70,000. The equipment has $220,000 of potential §1245
depreciation recapture; there is no recapture potential for the real property.
The owners desire the flexibility of making special allocations of tax items and they would prefer that
Conversion be an LLC. They have inquired as to the tax costs, if any, of changing to the LLC form.
Discussion:
C hanging the type of entity from an S corporation to an LLC will require a liquidation of the S
corporation, w ith a distribution of assets to the shareholders, follow ed by a transfer of the assets
to a new LLC.
A liquidation of Conversion will be treated as a taxable sale of all
assets by the corporation.32 Gain or loss will be determined as if
the assets were sold to the shareholders at fair market value. The
result of this deemed sale will be that Conversion, Inc. recognizes
$70,000 of ordinary income attributable to its inventories,
$120,000 of ordinary (§1245) income from the equipment, and
$170,000 of §1231 gain from the real property. These items will
flow through to the shareholders and retain the character of income
33
as determined at the corporate level.

Switching to an LLC form
involves a taxable liquidation
of the S corporation. All
inherent
gain
will
be
recognized, but the basis of the
assets will be adjusted to fair
market value.

Each of the four shareholders will report one-fourth o f the total incom e ($90,000 each), which
w ill increase the basis of their stock to $160,000. Section 331 w ill then apply to the liquidating
distribution received by the shareholders, and there will be no further gain or loss recognized
32 Section 336(a).
33 Section 1366(b).
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because the am ount o f the distribution equals the basis of the shares canceled in liquidation. The
sh areh o ld ers' basis in the distributed property will be fair m arket value.34
The transfer of assets to the newly formed LLC will be nontaxable pursuant to §721, although the members
will have no realized gain from the transfer because the basis of all assets has been adjusted to fair market
value as a result of the S corporation liquidation. Because the basis and fair market value of all assets will
be equal, there will be no §704(c) allocations in the new LLC and the members may agree to allocate items
disproportionate to membership interests if the agreement has substantial economic effect.3536
The L L C ' s basis in the assets will equal fair market value (that is, the same basis as those assets had to the
36
contributing members). The mem bers' basis in their LLC interests will be $160,000 each, the same basis
as the property contributed to the entity.37
Is it wise to change the form of entity? Many advisors would say " no" because the $360,000 inherent gain
in C onversion's assets was recognized earlier than would otherwise occur. However, there are three
mitigating factors that may lead the owners to choose to change the entity form notwithstanding the early
recognition of gain. First, the current S corporation form allows the change of form to occur with only one
level of tax. If Conversion were currently a C corporation, the answer would almost certainly be not to
change the entity form. Second, it is likely that the gain from the inventory would be recognized within the
short term regardless of the change in form of entity.38 Third, the change in form allows for special
allocations, which may create tax savings to offset the costs of the early gain recognition.

34 Section 334(a).
35 See Chapter 3 for a detailed discussion of both §704(c) and the substantial economic effect test.
36 Section 723.
37 Section 722.
38

This statement assumes that the inventory would be sold within a reasonable time. Of course, the statement may not be
true if the entity uses the LIFO method and does not expect to invade base layers for a long time.
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APPENDIX — STATUTORY AND
JUDICIAL REQUIREMENTS OF NONTAXABLE ACQUISITIONS
The following information may be used as a reference.
Treatment o f Target Shareholders (§§354,356, and 358)
Section 354 provides that no gain or loss will be recognized if stock or securities in one corporation are exchanged
solely for stock or securities in another corporation, if both corporations are parties to a reorganization.
Section 354 allows a shareholder of Target to exchange stock in Target for stock in Acquiring.
There are two exceptions to the general rule of nonrecognition of gain by Target shareholders:
■
First, if the taxpayer receives securities in Acquiring, gain is recognized if the principal
amount of the securities received exceeds the principal of any securities surrendered.39
■
Second, if any consideration other than stock or securities is received, gain is recognized to
the extent of the value of such boot property received.40
If gain is recognized under the above rules, §356(a)(2) states that the gain may be a dividend if the
transaction has the effect of a dividend distribution. The principles of §302, applicable to stock
redemptions, apply in determining the character of the gain.41
The Target shareholder's basis in property received in a nontaxable reorganization is as follows:42
■ For stock or securities received (qualifying property):
Basis of Property Surrendered
Reduced By
Money and the Fair Market Value of any Boot Received
Increased By
Any Gain Recognized (whether dividend or capital gain).
■ For boot property received:

Fair Market Value

39 Section 354(a)(2).
40 Section 356.
41 Clark, 63 AFTR 2d 89-860 (S. Ct., 1989).

42 See §358(a)(l) for qualifying property and §358(a)(2) for boot property.
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Treatment o f Target Corporation §§357, 361, and 381
Section 361(a) states that no gain or loss is recognized by a corporation that is a party to a
reorganization from the exchange of property solely for stock or securities in another corporation
that is a party to the reorganization.
Section 361(a) will protect Target from recognizing gain on the transfer of its property to the Acquiring
Corporation. To qualify for nonrecognition treatment, Target must distribute any property it receives in the
exchange. Thus, if Target receives boot property, the tax result is as follows:
■ If Target distributes the property to its shareholders, Target recognizes no gain.
■ If Target retains the boot property, Target recognizes gain equal to the sum of any money and
the fair market value of property retained.
B ecause Target w ould not typically retain any
property received from A cquiring, Target rarely
recognizes any gain from a plan of reorganization.
Section 357(a) provides that the assum ption of
Target's liabilities shall not be treated as the
receipt of boot. H ow ever, if the assum ption lacked
a bona fide business purpose or was for a tax
avoidance m otive, the am ount of liabilities
assum ed shall be boot.43
Section 381(b)(1) states that T a rg e t's taxable year
shall end as of the date of the date of distribution
or transfer, which is generally the date on which
the distribution or transfer is com pleted. A short
period return is then required if the reorganization
transaction occurs during the Target's tax year.

The preceding discussion refers to the
tax treatment of Target’s distribution of
property received from Acquiring. In
connection with the acquisition, Target
may distribute some of its property that
Acquiring does not want to acquire. A
distribution of property other than that
received from Acquiring (as part of the
plan of reorganization) would be subject
to the §311 rules (if the distribution is
not in liquidation of Target) or §336 (if
the distribution is in liquidation of
Target). Both §§311 and 336 require the
distributing corporation to recognize
gain as if distributed property were sold
to the shareholders at fair market value.

Treatment o f Acquiring Corporation — §§362, 381 and 1032
Section 1032 states that no gain or loss shall be recognized when a corporation exchanges its stock or
securities for property. Thus, Acquiring recognizes no gain because of the receipt of property.
Section 362(b) provides that the basis of property received by Acquiring in a plan of reorganization is equal
to the basis of such property to the transferor increased by any gain recognized by the transferor.
Because the basis of assets will carry over to Acquiring, the holding period of such assets includes the
holding period of the transferor [§1223(2)].

43 Section 357(b).
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Section 381 states that tax attributes of Target will carry over to Acquiring if the acquisition is a Type A or
Type C. Type B acquisitions are acquisitions of the stock of Target. Because Target retains its corporate
existence in a Type B acquisition, there is no need for attributes to carry over because they stay with the
Target. Tax attributes that carry over are listed in §381(c). The ability to use attributes may be limited,
however, by §§269, and 382 through 384.
Judicial Doctrines Applicable To Reorganizations
Before discussing the definitional rules applicable to
nontaxable acquisitions, le t' s consider three "judicial
doctrines" that apply to all nontaxable corporate
reorganizations. The three are referred to as judicial
doctrines because before 1934 there was no statutory
definition of a reorganization. Thus, whether a
particular transaction qualified for tax-free treatment
depended on whether a court subjectively believed that
it should be tax free. Of course, we now have statutory
guidance defining a reorganization. The three judicial
doctrines that we will discuss are not incorporated into
the statute or the regulations.
The three doctrines are
■ Continuity of Proprietary Interest
■ Continuity of Business Enterprise
■ Business Purpose
Because the concept underlying nonrecognition of
gain in a corporate reorganization is continuation of
investment in an alternative form, it is necessary for
the shareholders of Target to continue their role as
equity owners, albeit in Acquiring.

WHO IS THE TRANSFEROR? One or
more of Target shareholders will often
recognize gain in an otherwise nontaxable
reorganization because some of the consi
deration consists of boot. Acquiring does
not obtain any basis increase for such
gain under the rules of §362(b), because
Target, and not the shareholders of
Target, is the transferor in a reorganiza
tion. Target Corporation will recognize
gain only if it receives property in the
reorganization and fails to distribute it to
its shareholders. Target rarely recog
nizes gain because property received is
distributed. Thus, the basis of assets to
the Acquiring Corporation will almost
always equal the basis that such assets
had to Target. Notice that it is logical that
gain recognized by a shareholder should
not affect the basis of assets held in
corporate solution. To maintain the two
levels of taxation, it is necessary to limit
any basis adjustment to gains recognized
by the corporate transferor — to do
otherwise would allow the parties to
reduce the corporate level of tax.

The doctrine of continuity of interest merely recognizes
that nonrecognition of gain is inappropriate when the taxpayer has changed the substance of his investment.
Thus, the Supreme Court held that an exchange of stock in Target for cash and short-term notes issued by
Acquiring did not qualify as a reorganization.44 However, the receipt of 56% common stock consideration and
44% cash did qualify as a reorganization 45
The continuity of interest doctrine may now be found in the Regulations,46 and in many of the definitional
rules applicable to corporate reorganizations. For example, a Type B reorganization requires that only
44 Pinellas Ice & Cold Storage Co., 287 US 462 (1933).
45 Minnesota Tea Co., 296 US 378 (1935).
46 See Regs. Section 1.368-1(b).
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voting stock consideration be used and a Type C requires that substantially all of Target assets be acquired
in exchange for voting stock.
The Supreme Court has held that an acquisition in which Target shareholders received only 36% stock
consideration was a reorganization.47 However, for purposes of issuing a favorable advance ruling, the IRS
requires that stock consideration received by Target shareholders (in the aggregate) must equal at least 50%
of the value of the stock of Target.48
Not all Target shareholders need receive stock consideration to satisfy continuity of interest. The only
requirement is that shareholders in the aggregate receive a sufficient amount of stock consideration. Any
shareholder(s) receiving nonstock consideration will be required to recognize gain under the boot
relaxation rules of §356. In contrast, if the continuity of interest is not met, there is no valid reorganization
and all shareholders, even those receiving stock, are subject to tax.
Because the Type B and Type C reorganizations, as discussed above, require that stock consideration be used to
acquire more than 50% of the value of Target stock, continuity of interest is generally only an issue in Type A
reorganizations. However, transitory stock ownership may be a concern in any type of reorganization. If the
shareholders of Target have a prearranged plan to sell Acquiring shares shortly after the reorganization, such
shares may be excluded in meeting the continuity of interest test. The IRS will generally recognize continuity of
interest provided shareholders have the right to maintain ownership for five years.49
Regulations §1.368-1(b) states that a reorganization requires a continuity of business enterprise under
modified corporate form. Regulations §1.368-1(d) provides two means to satisfy the continuity of business
enterprise requirement. Acquiring must satisfy one of the following two requirements:
1.

Continue to operate the historic business of Target; or,

2.
Continue to use a significant portion of the historic business assets o f Target in a
trade or business.
The existence and nature of a "historic" trade or business, or the assets of such a business, is a facts and
circumstances determination. However, if Target sells a large portion of its assets and purchases new
assets, a reorganization shortly after the sale and purchase will probably be taxable. This is because the new
business assets fail to constitute the historic business of Target.
A nontaxable acquisition requires an exchange pursuant to a plan of reorganization. The Supreme Court
has held that a plan of reorganization cannot exist independent of a business purpose.50
Treasury Regulations promulgated under §368 refer to the need for a business purpose in §§1.368-1(b),
1.368-1(c), and 1.368-2(g). Thus, it is clear that an acquisition cannot be nontaxable if the plan lacks a
business purpose.
47 John A. Nelson, 296 US 374 (1935).
48 Revenue Procedure 77-37, 1977-2 C.B. 568.
49 Revenue Ruling 66-23, 1966-1 C.B. 67.
50 Gregory v. Helvering, 293 US 465 (1935).
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Definitional Rules O f Reorganizations: The Alphabet Approach
A m erger or consolidation, referred to as a Type A ,51 is perhaps the easiest of the reorganization
provisions to satisfy. The most significant hurdle is that the transaction must comply with state or
federal statutes governing such a transaction. For example, the requirem ents of a state statute
regarding a merger must be satisfied.
A merger involves the acquisition of one corporation by another, in which the acquired corporation goes
out of existence. Acquiring then succeeds to all assets and liabilities of the merged Target. Shareholders of
the merged Target automatically become shareholders of the surviving Acquiring entity.
A consolidation involves the combination of two or more corporations into a single (and new) corporation,
with the consolidated entities going out of existence.
A merger is the most common form of
acquisition and has very flexible consideration
rules. The tax law imposes no specific
requirements on the type of consideration to be
used. Thus, the continuity of interest
requirement is the only restriction on
consideration. For advance ruling purposes, at
least 50% of the value of Target stock must be
received in stock.
However, the stock
consideration may be voting or nonvoting, or
preferred (other than nonqualified preferred
stock as defined in §351(g), after June 8, 1998)
or common.

An S corporation may be the acquiring
corporation in a merger provided the stock issued
to Target shareholders does not create a second
class of stock, that none of Target shareholders
receiving stock in the S corporation are ineligible
shareholders, and that the maximum shareholder
limit is not exceeded. A built-in-gains tax exposure
will exist if Target was a C corporation. The S
corporation may also be the Target.

A merger may be advisable if Acquiring is unwilling to transfer voting stock to Target shareholders.
Because it is typically true that a "small" corporation is merged into a "large" corporation (that is, the
big fish swallows the little fish), the former shareholders of Target will receive less than 50% of the
voting stock in Acquiring. Nonetheless, a minority interest concentrated in the hands of a few
shareholders may actually exert control over Acquiring.
A concern in many merger transactions is that Acquiring assumes all liabilities of the Target. If Target
liabilities are a concern, a forward triangular merger may be advisable. Forward triangular mergers may
also relieve the burden of obtaining the approval of Acquiring Corporation shareholders.
In a forward triangular merger, Acquiring forms a new subsidiary, funded with stock in Acquiring and any other
consideration to be used in the acquisition of Target. Target is merged into the new subsidiary, with Target
shareholders receiving stock in Acquiring (the parent) and perhaps other consideration. After the forward
triangular merger is consummated, the assets and liabilities of the former Target are held in the subsidiary.

51 Recall that Type A (and B, C, and so on) means that the provision is described in §368(a)(l)(A) of the Internal
Revenue Code.
52 Section 3.02 of Revenue Procedure 77-37, 1977-2 CB 568.
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If a forward triangular merger is desired, the tax law
imposes additional requirements on the transaction
relative to a straight merger. The most significant is
the requirement that the subsidiary acquire
"substantially all" of Target assets.53

If Acquiring is a C corporation, the
subsidiary created to effectuate a forward
triangular merger may not be an S
corporation (a C corporation is an ineli
gible shareholder). An S corporation may
set up a C corporation subsidiary or an S
corporation subsidiary (the parent S
corporation must own 100% of the S
subsidiary and an election must be made
to qualify the subsidiary) to carry out a
forward triangular merger.

An S Corporation may be the surviving entity in a
merger transaction. If a C Corporation is the merged
entity, the surviving S Corporation will succeed to the
earnings and profits of the C Corporation. The
existence of earnings and profits creates some
concerns for the S Corporation, including a new "tier"
from which distributions may be made and the risk of
imposition of the penalty tax on excess passive earnings (which penalty may terminate the S election if it
applies for three consecutive years).
Any assets transferred by a merged C Corporation to a surviving S Corporation will be subject to the §1374
built-in gains tax. It is, of course, also necessary to ensure that the shareholders admitted by the merger are
qualified to be S Corporation owners and that the 75 shareholder limit beginning in 1997 has not been
exceeded. Finally, any debt of the merged entity should be evaluated to ensure that it could not be
reclassified as equity under §385 principles and possible terminate the S election due to a prohibited second
class of stock.
A Type C reorganization is the acquisition of substantially all
of the assets of Target in exchange for voting stock of
Acquiring.
The meaning of "substantially all" of the assets of Target is the
same as discussed above in connection with forward triangular
mergers. For advance ruling purposes, the IRS requires that at
least 90% of net assets and 70% of gross assets be acquired.

An S corporation may be the
Acquiring or Target Corporation
in a Type C reorganization. See the
text
discussion
dealing
with
mergers for a discussion of the
effects of an asset acquisition using
S corporations.

The solely-for-voting-stock requirement means that Type C reorganizations are less flexible than mergers
with respect to consideration. However, as is true in many tax law provisions, the statute doesn't necessarily
mean that "solely" voting stock may be used. There are two exceptions to the solely for voting stock rule:
1.
In general, the assumption of liabilities of Target will be ignored in determining whether
voting stock is the only consideration.
2.
If at least 80% of the fair m arket value o f Target corporation property is acquired
w ith voting stock, other (boot) consideration may be used to acquire any rem aining
property.54 H ow ever, this rule is subject to an im portant lim itation. If any consideration
53 Section 368(a)(2)(D). The statute does not define what is meant by substantially all of Target's assets, although
this term is also used in Type C reorganizations. However, the IRS will not issue a favorable advance ruling unless the
acquiring entity acquires at least 70% of the gross assets and 90% of net assets. [Revenue Procedure 77-37, 1977-2 C.B. 568].
54 Section 368(a)(2)(B).
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other than voting stock is used, then the assum ption o f liab ilities of T arget w ill be
counted as consideration in determ ining w hether 80% o f the total consideration was
voting stock. B oot consideration may be cash, nonvoting stock, notes, and other item s
other than voting stock.
A Type C reorganization requires that Target distribute all p ro p erty received from A cquiring as
well as any property that was not transferred to A cquiring. 5 Because Target must distribute all
assets that it holds, it would generally liquidate as part o f the plan o f reorganization.
A Type B reorganization involves the acquisition of stock representing control of Target solely in exchange
for voting stock of Acquiring.
Control is defined in §368(c) to be at least 80% of the total combined voting power of all classes entitled to
vote and 80% of the number of all other classes of stock.
One aspect of a Type B reorganization is that when §368(a)(l)(B ) says solely in exchange for
voting stock, it actually means solely. In m ost other nonrecognition provisions, "solely" sim ply
means that no gain will be recognized if the only consideration is qualified consideration. If
consideration other than that specified by the statute is received, it is classified as boot and gain
is recognized to the extent of the boot received.
Type C reorganizations allow a lim ited am ount of boot consideration, and Type A allows even
more boot. However, Type B allows no boot at all. The only exception is that cash may be
transferred in exchange for fractional shares provided the cash transfer is only for the purpose of
rounding-off shares.
The solely-for-voting-stock requirem ent may be unacceptable if A cquiring is concerned that
voting stock in the hands of a concentrated group may exert significant control over A cquiring.
A lso, the requirem ent that 80% of T arg et’s stock m ust be acquired means that a very high
percentage of Target shareholders m ust be w illing to participate in the acquisition by accepting
the offer made by A cquiring. In contrast, a m erger may be approved with a m ajority vote
(although a "superm ajority" of tw o-thirds may be required in certain cases).
If a Type B is inflexible, why use it? One reason is that it is the only form of reorganization in
w hich A cquiring bargains with shareholders of the Target. In a Type A or Type C, which are both
asset acquisitions, A cquiring negotiates w ith m anagem ent of the Target. If m anagem ent is hostile
to the reorganization plan, a share-for-share exchange may be the only means of consum m ating
the acquisition. O f course, in closely held corporations, there is often no distinction betw een
ow nership and control.

55 Section 368(a)(2)(G). The IRS may waive the distribution requirement in appropriate circumstances
[§368(a)(2)(G)(i)]. In Revenue Procedure 89-50, 1989-2 C.B. 631, the IRS lists certain conditions under which it will issue a
favorable advance ruling that the §368(a)(2)(G) distribution requirement has been satisfied.
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A Type B may be preferable to a Type A if it will be
difficult or costly to comply with state merger statutes
(Type B need not comply with state law). For
example, there is no need for shareholder approval or
dissenters' appraisal rights in a Type B reorganization.
(Because Target survives in a Type B, dissenters may
continue to hold their Target shares after the
reorganization. In contrast, a merger or a Type C
reorganization involves the dissolution of Target, and
dissenters cannot be forced to accept Acquiring stock
that they do not want). Further, a Type B has no
statutory tax law requirement that substantially all of
the assets of Target be acquired, such as exists in a
Type C or a forward triangular merger, which may
make a Type B more flexible when Target has
unwanted assets.

For tax years beginning after December
31, 1996, an Acquiring S corporation
could use a Type B acquisition without
liquidating the acquired entity. If Target
is a C corporation, the Acquiring S
corporation could be the parent in an
affiliated group provided it did not join
the C corporation subsidiary in filing a
consolidated return. If Target is an S
corporation, the Acquiring S corporation
must both acquire 100% of the subsidiary
and make a §1361(b)(3)(B) election to
qualify the S subsidiary.

Type B reorganizations do not invoke the tax attribute provisions of §381. Because Target remains in
existence, all tax attributes also stay in existence. However, the ability to utilize tax attributes of an
acquired Target may be limited.56
Although voting stock must be the only consideration in a Type B reorganization, the stock may be
common or certain preferred. Because the statute refers to a payment to acquire stock representing control
of Target, consideration other than stock may be transferred to acquire securities (that is, debt) of Target or
to compensate shareholders of Target for bona fide leases or for services.
Recall from earlier in this chapter that a forward triangular merger involved the formation of a new
subsidiary (an existing subsidiary could also be used) by Acquiring, followed by a merger of Target into the
new subsidiary. Such a merger is called "triangular" because of the existence of three parties. The
"forward" refers to the merger of Target into Acquiring.
A reverse triangular merger is similar to a forward triangular, except that the subsidiary (generally newly
formed) is merged into Target. At the completion of a reverse triangular merger, Target survives as a
subsidiary of Acquiring (the subsidiary is merged out of existence). The end-result resembles a Type B
reorganization.
A reverse triangular merger resembles a stock acquisition because Target remains in existence and is
controlled by Acquiring. Thus, a reverse triangular merger would be an appropriate option when the
continued existence of Target is important.
A reverse triangular merger has certain advantages over a Type B reorganization. The major disadvantage
of a Type B reorganization is the inflexible consideration. Acquiring may find itself with dissenting
shareholders who survive as minority shareholders in Target. Such shareholders may not be offered cash
for their shares as part of the plan of reorganization without violating the solely-for-voting-stock
consideration requirement.
56 See §§269, 382, 383, and 384 for limitations on utilization of tax attributes.

127

CHAPTER 5
Because of the similarity of a reverse triangular merger to a Type B reorganization, Congress recognized
the need to subject reverse triangular mergers to more stringent requirements than those applicable to a
straight merger. Without additional requirements, the reverse triangular merger would allow the taxpayer to
create the economic result of a Type B reorganization without the need to satisfy the stringent requirements
of such an acquisition.
Section 368(a)(2)(E) and Regulations §1.368-2(j) describe the additional requirements applicable to a
reverse triangular merger. These include the following:
■ Target shareholders must transfer stock representing control of the Target. Control is defined in
§368(c), which is the same provision applicable to Type B reorganizations. Thus, the 80% test of a
Type B reorganization, and not the continuity of interest requirements applicable to mergers in
general, applies to a reverse triangular merger.
■ After the merger, Target must hold substantially all of (i) Target's assets, and (ii) the assets of
the merged subsidiary. However, any assets of the merged subsidiary that were acquired from the
parent Acquiring Corporation for purposes of supplying the consideration for the acquisition are
ignored. That is, if the Acquiring parent transfers stock and cash to the subsidiary, and the stock and
cash are then used as consideration provided to Target shareholders, the stock and cash are
disregarded in determining whether Target holds substantially all of the merged subsidiary's assets.
Thus, this requirement basically is the same as that applicable to Type C acquisitions and forward
triangular mergers.
■ V oting stock consideration must be used to acquire stock representing control of
Target(assum ption of Target liabilities does not violate the voting stock consideration
requirem ent and is treated as a contribution to the capital of Target by the A cquiring parent).
However, other consideration, such as cash, may be used to acquire stock of Target in excess
of the 80% control requirement. This allows Acquiring to pay cash to dissenters provided at
least 80% of Target is acquired for voting stock. Thus, the reverse triangular m erger is more
flexible than the Type B in this respect. Target may also redeem shares of dissenters before
the reorganization. Shares redeem ed will not be counted in determ ining if Acquiring
satisfies the control requirement. However, the assets used to redeem the dissenters will be
counted in determining w hether substantially all of Target assets are held after the
reorganization.
■ A lthough the ability to use consideration other than voting stock is more flexible than the
consideration requirements of a Type B reorganization, a reverse triangular m erger requires
that control be acquired in the reorganization itself. That is, Target shareholders must
surrender stock representing 80% control in the reorganization In this respect, a reverse
triangular merger is less flexible that a Type B, which only requires that 80% control exist
after the acquisition.
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EXAMPLE: A cquiring owns 25% of the stock of Target, which stock was acquired ten
years ago. Acquiring now wants to acquire control of Target in a nontaxable stock
acquisition. A Type B reorganization will work if Acquiring transfer voting stock
consideration in exchange for an additional 55% of Target stock. A reverse triangular merger
is not possible. If Acquiring formed a subsidiary capitalized with Acquiring voting stock,
with the intent to merge the subsidiary into Target, a maximum of 75% of Target stock could
be acquired in the merger. Because control (80%) must be acquired in the m erger itself, and
not in com bination with pre-acquisition ownership, the control requirem ent cannot be met. If
Acquiring attempted to effectuate a reverse triangular merger in this fact pattern, a Type B
reorganization may be deemed to have occurred if the merged subsidiary was newly formed
and transferred no consideration other than voting stock in the A cquiring (parent)
Corporation. Alternatively, Acquiring may attempt to "cleanse" some of the prior ownership
by a sale to an unrelated party so that 80% may be acquired in the reorganization itself.
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ESTATE PLANNING CONSIDERATIONS OF THE ENTITY CHOICE
(The appendix at the end of this chapter provides an overview of the unified transfer tax system and the
advantages of giving business interests to family members.)

CHARITABLE REMAINDER TRUSTS AND BUSINESS INTERESTS
Description
A charitable remainder trust refers to a "split-interest" transfer in which one person is provided with an
income interest for life, or some designated time period, and the remainder interest, after the term of the
income beneficiary's interest expires, is transferred to a qualified charitable organization.
A charitable remainder trust can offer both tax and nontax advantages. The income from the transferred
property may continue to be used for the benefit of the donor, and a current income tax deduction may be
obtained for the present value of the interest that will eventually pass to the charity.
To qualify the remainder interest for a current income tax deduction, the income interest must qualify as
either an annuity interest or a unitrust interest.' An annuity interest promises to pay the income beneficiary
an annuity (a fixed dollar amount) of at least 5% (for transfers after June 18, 1997 not more than 50%) of
the value of trust assets at the time the trust is formed. The term of the annuity can be the life of the income
beneficiary or a specified number of years. If not for life, the term of years may not be more than 20 years.
For taxable years ending after August 5, 1997, annuity and unitrust interests must meet additional statutory
tests to qualify [see §664(d)].
A unitrust promises to pay the income beneficiary a fixed percentage interest, which must be at least 5%
(for transfers after June 18, 1997 not more than 50%) of the value of trust assets.2 A unitrust income
interest, in contrast to an annuity interest, can go up or down as the value of trust assets changes each year.
Also, a unitrust permits the donor to add assets after formation of the trust, an option not available to the
annuity trust. If the assets are expected to substantially appreciate, the unitrust would result in the income
beneficiary receiving more funds, and the charity less, relative to the constant-dollar payment received from
an annuity trust. Of course, the higher the income interest, the less likely there will be appreciation in trust
assets used to fund the income.
The greater is the annual income interest, the smaller is the charitable contribution deduction.

1 Section 664(d)( 1).
2 Section 664(d)(2).
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Advantages o f Charitable Remainder Trusts
Charitable remainder trusts may be used as an
alternative to, or as a supplement for, a qualified
retirement plan. Such a trust would include a makeup
provision, in which the trustee would be empowered to
pay the holder of the income interest an extra amount
to compensate for deficient payments in prior years.3
The trust assets could be invested in high-growth
assets early during the term with a later switch to highincome investments during retirement years.

Shifting Tax Burden to the Trust: A transfer
of appreciated stock to a charitable trust will
allow the donor to claim a charitable
contribution deduction based on the full value
of the stock. The trust may sell the stock
without paying any tax and the sale proceeds
may then be used to fund an income payment
to the donor and his or her spouse.

If the trust is funded with appreciated stock in a closely held corporation, the donor's deduction may be
based on the fair market value of the stock. The charitable remainder trust may then sell the stock without
paying any tax. 4The sale proceeds may then be invested for the benefit of the donor.
Don’t Transfer S Corporation Stock: A
charitable remainder trust is not an eligible
shareholder and a transfer will terminate the
S election [§ 1361(e)(1)(B)].

3 Section 664(d)(3).
4 Section 664(c).
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CASE STUDY 6-1: CHARITABLE REMAINDER TRUST
Facts:
Kelly Moody owns an interest in a closely held business, which interest has a fair market value of $3
million and a tax basis of $300,000. Kelly has no interest in participating in the management of the
business, but she would like to receive a regular income payment from her interest. Because she receives
minimal income distributions from the business interest, Kelly would like to sell the interest and invest in
some alternative that yields a higher income. The managing owners of the entity would be willing to
redeem Kelly's interest, but Kelly is concerned about the tax burden on a $2.7 million capital gain.
The interest may be held in an LLC, a limited partnership (in which Kelly is a limited partner), a C
corporation, or an S corporation. Kelly has heard that a charitable remainder trust may be an effective way
to sell her interest to the entity with no income tax consequences, and she needs to know more about the
benefits of such a trust. Compare the ability to shift income from the appreciated interest to a charitable
trust assuming that the interest is held in the four possible types of entities mentioned above.
Discussion:
Because Kelly’s principal desire is to realize a reasonable income from her investment, and because the
other owners are willing to redeem her interest, Kelly should consider a transfer of the interest to a
charitable remainder trust (CRT) which will pay her an income return based upon the value of the assets
transferred. The CRT would sell the interest to the entity, and the trust, as an exempt taxpayer, would owe
no tax on the resulting gain. The trustee of the CRT could then invest the $3 million proceeds to produce a
high income return for Kelly. When the trust term is over, which may be at Kelly’s death, any remaining
assets will pass to a designated charity.
A charitable remainder trust is an irrevocable split-interest trust in which one or more noncharitable
beneficiaries receive a lead income interest, payable at least annually, for a life or lives, or for a term of
years not to exceed 20, and a qualified charitable organization receives the remainder.5 If the trust qualifies
as a charitable remainder annuity (CRAT) or unitrust (CRUT), a charitable contribution deduction equal to
the present value of the remainder interest is allowed each time that funds are transferred to the trust.6
A CRAT requires the payment of a fixed dollar amount, that is, an annuity, to the holder(s) of the income
interest, and that annuity must be at least 5% (for transfers after June 18, 1997, not more than 50%) of the
initial value of the trust assets.7 The grantor of a CRAT may not make annual additions of property to the
trust. In contrast, a CRUT will pay the income interest holder(s) a fixed percentage of the value of trust

5 Regs. §1.664-l(a)(l)(i).
6 Section 170(f)(2)(A).
7 Regs. §1.664-2(a).
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assets, and the dollar payout will fluctuate with changes in the value of trust assets. The income interest
must be at least 5% of trust assets as of the valuation date, and annual additions may be made to the trust.8
For transfers after July 28, 1997, the present value of the charity’s remainder interest must equal or exceed
10% of the value of assets transferred. This new requirement means that Kelly’s retained income interest
may need to be a smaller percentage than she may want, or that the term of the income interest may need to
be limited. Many taxpayers have funded CRTs to satisfy personal financial objectives and a desire to
benefit a charitable organization may not have been a principal purpose for establishing and funding the
trust. The requirement that the charity’s interest be at least 10% of the value of assets transferred may be an
impediment to such taxpayers.
If when the trust is created the grantor is not certain which charity should receive the remainder interest, the
trust terms may permit a change in the designated charitable beneficiary. Regs. § 1.664-3(a)(6)(iv) permits
such a change where the named remainder beneficiary no longer qualifies as a § 170(c) organization when
the interest is to vest. In Revenue Rulings 76-7 and 76-8, the IRS approved the right to change charitable
beneficiaries for reasons other than the named beneficiary no longer qualifying,9 ruling that the prohibition
on altering or amending trust terms to the detriment of the charitable beneficiary does not preclude a
substitution of one qualifying organization for another. However, the income tax deduction for
contributions to the trust will be limited to 20% of the grantor's adjusted gross income if the terms permit
an amendment that would transfer assets to a 20% charity.10 If the right to change charitable beneficiaries is
to be given to the grantor or some other party, and the 20% limitation could limit the current deductibility
of the gift,11 the terms could specify that the designated charity must be a 50% charity.
A CRT can be funded with money or property. A significant advantage of a charitable remainder trust is the
ability to shift unrealized appreciation from long-term capital gain assets to the tax-exempt trust. A contribution
of appreciated long-term capital gain assets allows the donor to deduct the fair market value of the property.12 If
contributed property does not yield a reasonable income, the trustee must be granted the flexibility to invest to
produce a reasonable return. The trust may sell contributed assets without paying tax, and the donor’s ability to
escape tax on the unrealized gain is similar to a contribution of pretax dollars. The tax savings generated by
transferring unrealized gain to the trust can make the CRT superior to alternative investments that may be
suitable for private retirement funding.
Stock in a closely held corporation is a good candidate to fund a
CRT, although the charitable trust is not an eligible S corporation
shareholder. Thus, transfer of S corporation stock will terminate the
election, although inadvertent termination relief may be available if
the transfer occurred before the tax advisor was consulted.13

C corporation stock would be an
excellent choice to transfer to a
CRT. However, a transfer of S
corporation stock would terminate
the S election.

8 Regs. §1.664-3(a).

9

Revenue Ruling 76-7, 1976-1 CB 179 deals with a testamentary charitable remainder trust in which the income
beneficiary has a special power of appointment to designate a charity. Revenue Ruling 76-8, 1976-1 CB 179 deals with an intervivos charitable remainder trust in which the grantor retained the power to change the charitable beneficiary.
10 Revenue Ruling 79-368, 1979-2 CB 109.

11 The charitable deduction will generally not be substantial enough to trigger a deduction limitation.
12 Although the deduction may equal the fair market value, the 50% of AGI limitation is reduced to 30% under §170(b)(1)(C)(i).
13 See Revenue Ruling 92-48, 1992-1 CB 301 and Letter Ruling 8922014.
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If contributed property is encum bered, several problem s may arise if the property is transferred
with the debt. First, the trust may be taxed on unrelated business taxable income under the debtfinanced income provisions of §514.14 If any portion of trust incom e is unrelated business taxable
incom e, all of the incom e becom es subject to ta x .15 Second, the trust's paym ent of the grantor’s
liability may be an act of self-dealing as defined in § 4 9 4 1(d), creating the potential for a penalty
tax. Finally, the transfer will be a part-gift, p art-sale.16
An interest in an LLC or a partnership may result in a
Transfer of an interest in an LLC or a
transfer of a portion of the entity's liabilities to the CRT
limited partnership may be a good choice to
under the rules of §752. It may also be possible for the
fund a CRT. However, if the CRT is liable
grantor to remain personally liable for the debt and to
for any portion of partnership debt, tax
continue to make payments. However, if the trust is
problems could result. It is best to transfer
required to make payments on behalf of the grantor, the
such an interest free of any debt and to have
trust may not be qualified even if the grantor retains
the interest sold shortly after the transfer so
personal liability for the debt because the trust’s
that the CRT is not engaged in a trade or
payment would create a grantor trust if trust income is
business (partners are deemed to be in the
applied to discharge a legal obligation of the grantor.17
trade
or business of the partnership).
The IRS has approved a transfer of a partnership interest
to a CRUT, where partnership properties were subject
to nonrecourse financing but partners could be liable for capital calls because the grantor agreed to hold the
CRUT harmless for any cash calls, expenses and losses associated with the partnership interest.18 If a
partnership interest is to be transferred, the partnership should not be engaged in a trade or business or the
CRT risks loss of its tax exemption because of unrelated business taxable income.19

14

The debt-financed provisions are generally not a concern because the CRUT's obligation to pay the unitrust interest
does not constitute acquisition debt [Regs. §1.514(c)-1(g)].
15 Regs. §1.664-1(c).

16 Regs. §1.1011-2.
17 Letter Ruling 9015049.
18 Letter Ruling 9533014.
19 See Letter Ruling 9340043 for an example of IRS approval of transfer of a partnership interest where the partnership
was not engaged in a trade or business.
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FAMILY S CORPORATION ISSUES
Income Shifting Possibilities — Statement o f Problem
The tax law has various restrictions to prevent one taxpayer from shifting taxable income to another,
particularly when family members are involved. It is possible to shift the income from property, such as
stocks, by simply transferring legal ownership to another taxpayer. However, it is not possible to shift
income from services.
A possible way to (attempt to) shift service income to family members is to transfer assets to an S
corporation, gift interests to family members, and pay an insufficient amount of compensation to the donor
for the value of his services. By not paying sufficient compensation for services, the income of the S
corporation will be higher than would otherwise be the case, resulting in more income allocated to the
donee family members.
Required Reasonable Payment fo r Donor's Services
To avoid a shift of service income to other family members, the tax law requires that a reasonable amount
of compensation be paid in family S corporations. The IRS has broad authority to re-allocate items of
income to more "properly" reflect fair compensation for any services rendered. For this reason, it is
essential to properly document the appropriateness of compensation paid to a senior generation family
member in an S corporation where substantial ownership interests are held by other family members.
Gifts o f S Corporation Stock to Shift Income
The § 1366(e) requirement that reasonable compensation be paid in family S corporations is designed to
prevent a prohibited shifting of income from services from the service provider to another party. A gift of
stock in the corporation will permit a shifting of income attributable to the capital of the business
represented by that stock interest. Because S corporation income is allocated among the owners on a pershare, per-day basis, it is possible to shift income to family members in lower tax brackets if the stock that
produces that income is transferred.2021 However, § 1366(e) will prevent a shift of income that is created by
the services of one or more family members. Thus, it is only income that is earned by capital that may be
shifted to others.

FAMILY PARTNERSHIP (OR LLC) ISSUES
Income Shifting May be Magnified
Because a partnership is a flow-through entity, a gift of a partnership interest carries with it the potential to
shift income to the donee. Also, because partnerships provide the potential to make special allocations, it is,
in theory, possible to shift more than a proportionate share of income to a donee.

20 Section 1366(e).
21 Section 1377(a).
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Family Partnerships and §704(e)
Section 704(e) is designed to prevent the use of a partnership to shift income from services to a donee
partner and to ensure that no more than a proportionate share of income from capital may be shifted to a
donee.
Section 704(e) provides that a donee partner will be recognized as a partner for tax purposes provided that
capital is a material income-producing factor in the partnership. That is, the IRS need not agree that a donee
partner in a service partnership will be respected as a partner, but a donee in a capital partnership will be so
recognized. This distinction is consistent with a general principle of tax law, that income must be taxed to
the person who earned it. Income from capital may be shifted to another, as may occur by transfer of an
interest in a partnership in which capital is a material income-producing factor.
To prevent use of a partnership to shift income from services, §704(e) requires that a donor of a partnership
interest receive reasonable compensation for services rendered. If the donor’s compensation for services is
determined without regard to income of the partnership, the entity will be entitled to a deduction under
§707(c) and the service partner will include the income as a separately stated item. Section 704(e) also
prohibits an allocation of income to the donee partner that is disproportionately large in relation to the
donee's interest.
Section 754 Basis Adjustments
A significant advantage of a FLP or an LLC is the ability to use a §754 election to “step-up” the basis of
assets held by the decedent’s interest in a partnership. Section 1014 allows for an adjustment to the basis of
assets received from a decedent. If the asset received from the decedent is an interest in a closely held
business, the basis of the interest will itself be adjusted. That is, the stock of a corporation or the interest of
an LLC or a partnership will be adjusted. However, subchapter S does not allow for any adjustment to the
basis of the assets of the corporation. Thus, a later sale of assets will result in an allocation of income to the
shareholder who inherited the stock even if the appreciation attributable to such assets occurred before the
decedent’s death. In contrast, if a partnership or LLC has a §754 election in effect, the assets represented by
the inherited interest will be adjusted to the basis of the interest.
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CASE STUDY 6-2: BASIS ADJUSTMENTS AFTER DEATH
Facts:
Frank Moline owns a 30% interest in a business entity. The assets represented by Frank's 30% interest are
as follows:

Cash
Inventory
Equipment
Real Property
Totals

Fair Market Value
$ 40,000
80,000
150,000
300,000
$570.000

Inside Tax Basis
$ 40,000
35,000
90,000
170,000
$335.000

Frank’s will transfers his 30% interest to his daughter Sharyn. Frank’s basis in his interest in the business
entity is $270,000. There are no items of income in respect of a decedent attributable to Frank’s interest and
there is no unrecorded goodwill in the business.
The entity may be assumed to be an LLC or an S corporation. The discussion compares the tax treatment of
Sharyn if she inherits stock in an S corporation or an interest in an LLC.
Discussion:
If the business is in the S corporation form, and if Sharyn inherits Frank’s 30% interest, her basis in the
stock will be $570,000 as a result of the §1014 basis adjustment for property received from a decedent. A
sale of the stock for its fair market value would result in no gain or loss. However, the corporation's basis in
its assets will not change as a result of Frank’s death. Sharyn's share of the "inside" basis of the assets of the
corporation will remain at $335,000.
If Sharyn inherits S corporation stock, and if the corporation subsequently sells all of its assets for the fair
market value shown above, Sharyn will receive a schedule K-l reflecting her share of the corporate gain,
which share will be $235,000. The character of the gain will flow through from the corporation, and may be
$105,000 of ordinary income and $130,000 of §1231 gain if the equipment is subject to §1245 recapture
and the real property is not subject to either §1245 (pre-1987 nonresidential property) or §1250 (pre-1987
residential property) recapture.
The flow-through gain will increase the basis of Sharyn’s S corporation stock from $570,000 to $805,000.
If she then receives a liquidating distribution of $570,000, her share of the value of corporate assets, she
will report a $235,000 capital loss under §331.
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The result of the above transactions is that Sharyn recognizes $235,000 of gain as corporate assets are sold
(or, under §§311(b) or 336, are deemed sold as a result of a distribution), of which $105,000 may be
ordinary income. In exchange, Sharyn recognizes a $235,000 capital loss when her stock is canceled in
liquidation of the corporation. Thus, without any change in the value of corporate assets, Sharyn reports net
losses to offset her gains, but the timing and the character of income and loss will be detrimental to her.
If the entity is an LLC, there are two possible results. The first is exactly as is shown above for an S
corporation, and will occur if the LLC has no §754 election in effect.
If the LLC has a §754 election in effect before Frank dies, or if an election is made w ith the LLC
return for the year that the interest is transferred as a result o f F r a n k s death, Sharyn w ill be
entitled to adjust the inside basis of the assets represented by her inherited interest. She would
then be entitled to an overall adjustm ent o f $235,000, w hich will be allocated among assets as
provided by R egulations §§1.755-1(a) and -1(b).
If the entity is an LLC, and if the §754 election is
in effect, a sale of assets by the LLC will result in
an allocation of gain to Sharyn which gain will
then be offset by her §743(b) adjustment. The net
effect will permit Sharyn to avoid the timing and
character of income problems associated with the
S corporation form.

22 Section 743(b).
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The §754 election, which is not available for S
corporations, allows the taxpayer who has
received an interest from a decedent to equalize
the inside and outside bases of their interest in a
partnership or an LLC. This may offer timingof-income and character-of-income advantages
relative to an S corporation.
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SUCCESSION PLANNING IN A CLOSELY HELD BUSINESS
Overview
Closely held business interests are often not well diversified, so that a significant portion of a gross estate is
composed of the value of a business. Thus, upon the death of the senior generation family member, a
variety of tax problems arise, including
1.
Providing for the liquidity needs of the estate without an unwanted disposition of the
business interests.
2.
Providing for a transfer of control from the senior generation to younger-generation family
members selected by the decedent.
3.

Valuation of the business for estate tax purposes.

The liquidity needs of the estate and the orderly transfer within the family can be satisfied through buy-sell
agreements among family members. If properly structured, the buy-sell agreements can also assist in
establishing a value of the business for estate tax purposes.
Buy-Sell Agreements
A buy-sell agreement can provide for the orderly transfer of ownership from one generation to another by
restricting the rights of shareholders to transfer shares outside of the family. The buy-sell can also fix the
value of the stock for estate tax purposes, making it easier to plan for liquidity needs by purchase of
insurance on the lives of the business owners.
To fix the value for estate tax purposes, the
purchase price agreed to in the buy-sell must
be reasonable, and not act as a device to shift
value to surviving family members without
imposition of a transfer tax. The IRS is aware
of the incentives to set the price at a low value,
to minimize transfer taxes. The low value
would also result in a lower tax basis for the
successor family members, but estate tax rates
are higher than income tax rates, providing
overall savings by minimizing the estate tax.
Also, it may be planned that the family will
never sell the shares, such that income tax
basis is not a relevant decision point.

Buy-sell agreements are often funded by purchase of
insurance on the lives of the owners. If the entity is the
beneficiary of the policy, there is no regular income tax
consequence when the policy proceeds are received.
However, if the entity is a C corporation, 75% of the
proceeds will be included in the alternative minimum
tax base through the adjusted current earnings
adjustment Thus, C corporations may be penalized
where the buy-sell is structured as a redemption of the
decedent’s interest by the entity. However, designated
“small corporations” under §55(e) are exempt from
the AMT.

To be effective in setting a value for estate tax purposes, a buy-sell agreem ent m ust obligate the
shareholder to sell the shares at the agreed to price, both for transfers during the shareholder's
lifetim e and at death. The corporation, or the rem aining shareholders, need not be obligated to
purchase the stock. H ow ever, the shareholder may not have the ability to sell to the corporation
or fam ily members at any other price. For exam ple, the buy-sell agreem ent may not provide that
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the corporation has the right o f first refusal to match an offer from an outside party, since the
outside party offer would not be at the price agreed to in the buy-sell agreement.
W hen property is transferred betw een fam ily m em bers, the price set in a buy-sell agreem ent will
be disregarded unless the agreem ent may be shown to meet the follow ing requirem ents:23
1.

It is a bona fide business arrangement.

2.
It is not a device for the transfer of property to family members for less than full and
adequate consideration.
3.
Its terms are comparable to similar arrangements entered into by persons in an arms' length
transaction.
A form ula buy-sell price, w hich is based on book value, will generally be respected for estate tax
purposes if the requirem ents listed above may be satisfied. O ther prices may raise concerns that
the agreem ent is a device to transfer appreciation in the value o f the business interest to family
m em bers other than the decedent.

REDUCING THE ESTATE VALUATION OF THE BUSINESS INTERESTS
N otw ithstanding the above discussion on use o f a buy-sell agreem ent to set an estate value for
your closely held business interests, there are several m ethods o f valuation that can reduce the
value assigned to a closely held business interest.
G enerally, a business interest is valued at fair market value, defined as the price that a w illing
buyer w ould pay a w illing seller, neither being under a com pulsion to buy or to sell and both
parties being fully inform ed. In certain cases, a w illing buyer w ould discount the value o f a
closely held business interest for a lack of m arketability or a lack o f control, among other
considerations.
Lack o f Marketability
By d e fin itio n , closely held b u sin esses do not trade on an active exchange, and it is com m on
for appraisers to d iscount the value o f such b u sin esses due to the tim e, effo rt, and
u n certain ty reflected in disp o sin g of a p riv ately held in terest. A lack o f m ark etab ility
d isco u n t can apply to co n tro llin g in terests in p riv ately held b u sin esses, even if the
c o n tro llin g in terest could com pel a liq u id atio n or sale o f the com pany.
D iscounts for lack of m a rk etab ility depend on the facts o f each p a rtic u la r situ atio n , but often
range betw een 25 and 33%. A m ark etab ility discount can reduce the prem ium that w ould
ty p ically be assigned to a co n tro llin g in terest in a closely held co rp o ratio n .

23 Section 2703.
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Minority Discount and Control Premium
Related to the marketability discount is a minority discount
(minority interests are more often not marketable). Courts
are reluctant to allow both a minority discount and a lack
of marketability discount. The value of a minority interest
is less than a proportionate share of the total value of the
company because minority shareholders have less voice in
electing Board members, and their participation in day-today operations may be practically limited by the controlling
shareholder.
In Revenue Ruling 93-12,24 the IRS has agreed that in a closely
held corporation with one class of stock, a minority discount
will be allowed for stock owned by a single family member
even if, in the aggregate, family members control the
corporation. This position reflects the views of several courts,
and the IRS has finally relented on fighting the issue. However,
the IRS has recently argued for a "swing vote" premium when
donees may be expected to have the ability to exercise control
by joining together for voting decisions.25
The converse of a m inority discount is a control
prem ium , which recognizes that the shares that represent
control of a privately held com pany are worth more per
share than other shares.

What is Given Need Not Equal What
is Received: When a minority interest
is transferred, the result may be that the
value transferred does not equal the
value received. Confusing? Assume
that Dad owns 100% of a corporation
valued at $10 million. Dad decides to
give each of his five children 20% of
the corporation’s stock. Dad has clearly
given away $10 million (and if he dies
with the stock, his estate would include
$10 million). But each child has
received a minority interest in a
company valued at $10 million. Each
child's interest would be valued at less
than $2 million (assume minority
interest discounts would justify a $1.3
million value). The children have then
received $6.5 million for gift tax
purposes, although Dad has transferred
$10 million. It is advisable to obtain a
qualified appraisal to document the
amount of the valuation discount.

Limited Partnership and LLC Advantages fo r Estate Planning
A family limited partnership (FLP) may offer certain advantages over a closely held corporation with
respect to estate planning for the senior and junior generation family members. First, a senior generation
owner may use a FLP to continue to control the business through retention of a controlling general
partnership interest. Children could be given limited partnership interests that will both limit their personal
liability and restrict their rights to participate in management. Similarly, an LLC could be used with the
parent(s) acting as the member-manager and the children holding nonmanagement interests.

24 1993-1, CB 202.
25 Letter Ruling 9436005, citing Estate o f Winkler, TC Memo 1989-232.
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CASE STUDY 6-3: USING FAMILY LIMITED PARTNERSHIPS
AND LLCS FOR VALUATION DISCOUNTS
Facts:
Father has a variety of appreciated investments and business interests. He has heard that a family limited
partnership (FLP) would be an excellent way to transfer assets to his four children with minimal transfer
tax consequences. Father needs additional information with respect to the advantages of using a FLP (or an
LLC) to transfer wealth to his children.
Discussion:
Family limited partnerships (FLPs), so-called because the partners are members of the same family, have
long been used for business and tax purposes. Because limited liability companies (LLCs) are a relatively
new invention of state law, they have gotten less attention from tax advisors seeking valuation discounts for
their client's assets. An increased understanding of the LLC and the long-awaited issuance of proposed
regulations permitting unincorporated entities with at least two members to be classified as a partnership
for federal income tax purposes may enhance the use of the LLC as an estate planning tool. However,
whether the CPA recommends use of a FLP or an LLC, it is essential to document a business purpose for
creation of the entity.
When assets are transferred to an FLP, it is often stated that a valuation discount may be obtained. For
example, if Father transfers $1 million of real property to an FLP and gives a 30% interest to one or more
of his children, the interest will be valued at less than 30% of $1 million, perhaps 35 to 50% less.
Technically, there is no actual "discount" in the value of the child's interest — it is worth fair market value.
However, the inability of the child, as a limited partner, to control the property, to sell his partnership
interest, or to compel a liquidation of the partnership with a distribution of the child's share of the property,
will mean that a willing buyer would pay less than $300,000 for the interest. The parent may then continue
to control the property, shift any appreciation attributable to the child's interest out of the parent's estate,
and also obtain a gift tax valuation for the child's interest that is less than the net asset value represented by
that interest.
In December of 1996 the IRS issued final regulations under §7701 that provide a default rule that an
unincorporated entity with at least two members will be a partnership. The regulations are effective for
entities formed after 1996. The enactment of these regulations may provide an impetus for states to permit
LLCs to provide for less flexibility to dissolve the entity upon a dissolution event, thereby creating the
corporate characteristic of continuity of life. Such a change may increase the discount available for a LLC
interest because the member's right to dissolve the entity and receive assets is reduced.
A significant issue to address when suggesting use of a FLP or LLC is which assets should be placed into
the entity. Regulations issued in January 1995 suggested that the IRS may challenge the use of FLPs for
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26

purely investment assets, such as marketable securities, life insurance policies, or a vacation home.26 The
examples that supported such a challenge were removed from the regulations, but IRS officials have made
it clear that they will challenge inappropriate use of the partnership form, including attempts at valuation
discounts. A business purpose for the transfer of assets to the FLP or LLC is essential to using these entities
successfully for transfer tax savings.
The CPA, generally with the assistance of an attorney, should carefully document the business purpose for
a transfer of assets to an FLP or LLC. Proper management of family assets, including liability protection,
centralized management and retention of assets within the family, and involvement of children in a family
enterprise may be business reasons for the transfer. Protection from creditors, who may be limited to
obtaining a charging order against a limited partnership interest, may also be an important reason for the
transfer. Consolidation of control over assets and avoidance of ancillary probate for out-of-state real
property holdings may also be a reason for using an FLP or LLC. These reasons may apply to marketable
securities as well as to business assets. However, it is important to avoid using an FLP or LLC solely to
obtain a valuation discount when no business reason for the transfer of assets can be justified.
Father should be encouraged to consider using an LLC or an FLP in which the children have no
management authority over the transferred assets. However, he should select assets so that a business
purpose may be established for the transfer to the entity.

26 Regs. §1.701-2.
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Parents who retain the right to vote shares of stock transferred to children, such as by serving as trustee of a
trust that holds the shares, will have such shares included in their estate under §2036(b). A transfer of a
limited partnership interest will allow the parent to continue to control the ownership of the business
without any §2036(b) concerns. An LLC could be used for the same purpose because §2036(b) applies only
to retention of control in a corporation.
LLCs and FLPs may also permit more flexible planning for the structure of the children's interests. S
corporations may have only 75 shareholders. Also, S corporations are limited as to the types of trusts that
may hold their stock. For tax years beginning before January 1, 1997, a trust must generally be a grantor
trust or a qualified subchapter S trust (QSST).27 A QSST may have only one income beneficiary and corpus
distributions during the life of that income beneficiary may be made only to the beneficiary.
For years beginning after December 31, 1996, an
electing small business trust (ESBT) may own stock.
Beginning in 1997, S corporations may use
An ESBT may have multiple beneficiaries (each of
electing small business trusts for transfers
to family members. However, such trusts
whom is counted against the 75 shareholder limit),
are taxed at the highest rate applicable to
may sprinkle income and distributions among
individuals regardless of whether income is
beneficiaries, including corpus distributions to parties
distributed or not.
other than current income beneficiaries. However, all
trust income is taxed at the maximum individual tax
28
rates whether such income is distributed or not.
Thus, LLCs and FLPs still offer more flexibility in structuring ownership interests for family members
because full pass-through treatment is available, and a trust may be a partner or a member while preserving
the modified pass through rules of Subchapter J (the rules are "modified" in the sense that either the
fiduciary or the beneficiary, but not both, will be taxed, and the beneficiaries tax rate is likely to be lower
than the trust’s rate).
FLPs may make it easier to support a valuation discount when interests in a business are transferred to
family members. As mentioned earlier in this chapter, discounts may be available for a minority
interest and for a lack of marketability. Because limited partners' rights are limited by the Revised
Uniform Limited Partnership Act, it is often easier to support a discount for the inability of the owner
to participate in management, including the right to liquidate the entity and receive the net asset value
represented by the interest.
As mentioned in an earlier text box, insurance
proceeds may be subject to the alternative
minimum tax if a buy-sell agreement is funded
with life insurance and the recipient of the
insurance proceeds is a C corporation.
Small C corporations, S corporations, LLCs, and
FLPs avoid this problem. However, an LLC or
FLP with a buy-sell agreement probably has the
27 See §§1361(c)(2)(A) and 1361(d).
28 Section 641(d).
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In addition to the advantages mentioned in
this section, it was previously mentioned that
§754 allows a basis adjustment to the assets of
a partnership or an LLC when an interest is
received from a decedent. There is no similar
adjustment to the assets of an S corporation.
See Case Study 6-2 for an illustration of this
distinction.
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corporate characteristic of continuity of life which, when combined with the characteristic of limited
liability, comes close to classifying a pre-1997 entity as an association taxable as a corporation. Under the
final §7701 regulations effective for entities formed after 1996, this issue is no longer important because
unincorporated entities with at least two members may simply choose the partnership form for tax purpose
regardless of the existence of any corporate characteristics.

CORPORATE REDEMPTIONS TO PAY DEATH TAXES
A §303 redemption may qualify all or a portion of a redemption for exchange treatment. The stock
redeemed must have been included in the decedent's estate and exchange treatment is available only to the
extent that proceeds of the redemption do not exceed the sum of any estate, inheritance, legacy, and
succession taxes imposed, and any funeral and administrative expenses deductible under §§2016 or 2053.
Section 303(b)(2) requires that the value of the stock included in the decedent’s gross estate exceed 35% of
the adjusted gross estate (gross estate minus §2053 and 2054 expenses).
There are several planning opportunities and pitfalls associated with §303 redemptions, including the
following:
1.
Because the basis of the stock has been adjusted to fair market value as of the date of
death,2930a redemption that qualifies as an exchange will result in no gain or loss, except to the extent
that the stock appreciated or depreciated after the decedent’s death. Thus, the redemption is a way
to withdraw profits tax-free.
2.
The interest of the shareholder whose stock is redeem ed m ust be affected by the
death taxes and funeral and adm inistrative expenses incurred. This rule may require
predeath planning for a §303 redem ption. For exam ple, assum e that a surviving spouse
acquires all of the stock, but that all taxes and adm inistrative expenses are paid from the
share that passes to the children. Because the spouse's interest in the estate is not reduced
by the taxes and expenses, a §303 redem ption is not possible.
3.
Predeath planning may be advisable to ensure that the stock retained in the decedent’s estate
satisfies the 35% test noted above. Thus, if a program of lifetime giving is contemplated, it may be
best to give some assets other than stock in the closely held corporation if a §303 redemption is
later contemplated.
4.
The §303 provisions apply to substituted basis stock. Thus, a recapitalization of the
corporation may be conducted after the decedent’s death to create voting and non voting stock. The
recapitalization should be tax-free under §368(a)(l)(E), and the new stock will have a substituted
basis. The nonvoting shares may then be redeemed in the §303 transaction. This allows the
redeemed shareholder to preserve his or her voting rights in the corporation.
29 Section 1014
30 Section 303(c).
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Why a Recapitalization? Assume that a family owns 70% of a closely held corporation, while the
other 30% are held by outsiders. A §303 redemption of the family's stock would reduce its voting
control, perhaps below 50%. The family could approve a recapitalization that creates voting and non
voting shares for all shareholders. The family could then redeem the nonvoting stock, allowing it to
continue to control all corporate affairs, including those that require a super majority (2/3) vote.

A §303 redemption is available in both C and S corporations. It is not available to interests held in a
partnership or LLC form.
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CASE STUDY 6-4: CORPORATE STOCK REDEMPTION FROM AN ESTATE
Facts:
Kelco, Inc. is a family-owned business that adopted a buy-sell agreement funded by insurance on the lives
of shareholders. The buy-sell was structured as a redemption. A total of 1500 shares of stock are
outstanding, all owned by Harriet Kelty and her two children. Kelco's earnings and profits balance is
approximately $6 million.
Harriet Kelty owns 1000 shares of Kelco stock, valued at $3,000,000. The rem ainder of her gross
estate is valued at $6,000,000. Funeral and adm inistrative costs are projected to be approxim ately
$500,000 if Mrs. Kelty were to pass away now. The estate would be expected to pay $2,000,000 in
federal and state death taxes.
Mrs. Kelty wants to know how §303 would benefit her estate assuming that the family business interest
continues to be held in the C corporation form. The beneficiaries of the estate are Harriet's two children.
Discussion:
31
The estate will have a basis of $3,000,000 in the shares that are proposed to be redeemed. Because of the
high level of earnings and profits, the redemption will be either (1) tax-free if it qualifies as an exchange, or
(2) a $3,000,000 dividend if it does not qualify for exchange treatment.
Section 302 will classify the redemption as a distribution subject to §301, and thus taxable as a dividend.
This is so because the estate will be deemed to own all of the shares of the corporation both before and after
the redemption (the beneficiaries ownership is attributed to the estate). The §302(c)(2) attribution waiver
for complete termination redemptions generally applies only to attribution from family members. A
redemption of stock held by an entity may not qualify for a waiver unless both the entity and each related
party terminate their ownership interests, agree to the waiver provisions, and are jointly and severally liable
for any tax.
Section 303 will apply to the extent that redemption proceeds are used to pay death taxes and funeral and
administrative expenses. Harriet's estate will qualify for §303 because the value of Kelco stock exceeds
35% of the value of the gross estate reduced by funeral and administrative expenses [35% of $8.5 million is
$2,975,000; the stock is valued at $3,000,000],
Section 303 permits a redemption to qualify for exchange treatment to the extent of the death taxes and
funeral and administrative expenses. Thus, $2,500,000 qualifies for exchange treatment and $500,000 is
a dividend.

31 Section 1014.
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APPENDIX — THE UNIFIED TRANSFER TAX SYSTEM
AND LIFETIME GIFTS OF PROPERTY

OVERVIEW
Estate planning involves the acquisition of assets (that is, building an estate) and the orderly disposition of
those assets. The choice of a business entity will affect the estate and business succession planning
alternatives available to the client.
In this chapter, we discuss how the various entity choices will affect the client’s business and estate
planning. Because it is expected that readers will have varying levels of exposure to general estate planning
considerations, let's begin with a review of federal estate and gift taxation issues that will bear upon the
choice of an entity. After reviewing the basics, we will discuss how each of the entity choices will affect an
estate and business succession plan, with particular emphasis on which entity or entities are most
appropriate in particular situations. We will also discuss the use of a charitable remainder trust as a vehicle
to dispose of a business interest.

THE UNIFIED TRANSFER TAX SYSTEM
Basic Description
A tax is imposed on transfers of property during an individual's lifetime and at death if the transfer is not in
exchange for full and adequate consideration in money or money's worth. Thus, there is no tax imposed on
transfers that occur within a valid business setting. The transfer tax is imposed most typically on transfers
within a family; and even transfers to family members that involve some consideration will remain suspect
as possible disguised gift transfers subject to tax.
Unified Tax Base and Tax Rates
The transfer tax, whether it is for lifetime transfers or for transfers at death, is imposed using a single tax
rate schedule that imposes a higher tax rate on transfers of greater value.32 The tax is imposed on an annual
basis, with gift tax returns due at the same time as an individual's income tax return,33 but the tax base is
determined on a lifetime basis. That is, the tax is imposed on cumulative transfers subject to tax, such that
each successive transfer is taxed at the next highest rate of tax.34 A credit is allowed for taxes imposed on
prior transfers included in the tax base so that there is no double tax.35

32

See §2001 (c) for the rate schedule applicable to transfers at death and §2502(a) for application of that same schedule
to transfers during life.
33 Section 6075(b).
34 Section 2504.
35 Section 2505.
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For transfers (by gift or as a result of a death) after 1997, the amount of the unified credit will be adjusted to
permit an increased share of an estate to pass free of transfer tax. The amount that may be passed free of
tax will increase according to the following schedule:
Year
1998
1999
2000
2001
2002
2003
2004
2005
2006 - >

Exemption Amount
$ 625,000
$ 650,000
$ 675,000
$ 675,000
$ 700,000
$ 700,000
$ 850,000
$ 950,000
$1,000,000

Annual Exclusion fo r Gift Transfers
Each individual is allowed to transfer as much as $10,000 per year (indexed for inflation beginning in
1999) to each donee without incurring a transfer tax. This is called the annual exclusion, and the exclusion
can be effectively doubled where spouses choose to transfer property to their children. Thus, a husband and
wife could give as much as $20,000 each year to each of their children [or to any other donee(s)] without
any concern about the transfer tax.36 The annual exclusion amount is indexed for inflation after 1998.
There are several practical issues involved in maximizing the use of the annual exclusion. First, the exclusion
is available only for a transfer that allows the donee to presently "enjoy" the transferred property.37 Outright
transfers create no concerns, but transfers to minors or transfers in trust can require special planning.
Second, if spouses give more than $10,000 to a child during a single year, the nature of the ownership
arrangement between the spouses can create special tax concerns. If each spouse owns an undivided share
of the gifted property, then $20,000 can be transferred within the annual exclusion, because each spouse
has gifted no more than $10,000. However, if one spouse owns the entire property interest, the nonowner
spouse must sign a consent to treat the gift as made one-half by him or her. This consent is made on the
annual gift tax return, Form 709, but the return must be timely filed to make the consent.38
Estate Tax exclusion fo r "Qualified Family-Owned Business Interests"
For decedents dying after 1997, §2033A provides an estate-tax exclusion for qualified family-owned
business interests. If the exclusion is elected, the gross estate will not include the lesser of:
■

the value of the qualified family owned business interest, or

■

the excess of $1.3 million over the estate-tax exemption amount.

36 Sections 2503(b) and 2513(a).
37 Treas. Regs. §25.2503-3(b).
38 Section 2513(b).
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If certain events occur within 10 years after the decedent's death, such as the sale of the interest to other
than a family member, the estate tax benefit of the exclusion is subject to recapture. Note that the exclusion
only applies to the estate tax. No comparable exclusion is allowed for the gift tax.

LIFETIME GIFTS OF PROPERTY
Basic Advantage
By gifting property during his lifetime, the decedent reduces the size of both the gross estate and the
probate estate. Because gifts are subject to a transfer tax, planning typically centers on two issues: (1) use of
the annual exclusion against transfer tax, discussed above; and, (2) proper selection of property to gift to
minimize overall transfer tax.
Giving Stock in a Closely Held Business
Because the transfer tax is imposed on the value
of property transferred, the most appropriate
type of property to give away during your
lifetime is appreciating property. For example, if
stock in a closely held corporation is valued at
$1 million today, but is expected to be valued at
$4 million at the date of death, then a lifetime
transfer will shift $3 million to beneficiaries free
of any transfer tax.
Although the tax rates are the same for lifetime
transfers and transfers at death, the gift tax is
imposed only on the amount actually transferred
to the donee. The estate tax, on the other hand, is
imposed on the gross amount available to be
transferred to beneficiaries o f the estate. The
result is that the estate tax base includes both the
amounts actually transferred as well as the tax
paid. This distinction is somewhat confusing, so
consider the following example:

Two Basic Advantages of Lifetime Gifts of
Appreciating Business Interests are the ability to
shift appreciation out of the donor’s estate, saving as
much as a 55% transfer tax, and the ability to pay tax
on the amount transferred rather than the amount
available to be transferred. If the business interest is
appreciated, and may be expected to be sold, the
donor may also shift an income tax burden to the
donee. Of course, the donee’s basis will be the same
as the donor, and the ability to adjust the basis of
inherited property to fair market value will be lost.
For small estates, it may be advisable to transfer the
property at death. For large estates, it is generally
better to avoid a transfer tax even if the income tax
basis is lower.
Also, shifting the post-gift
appreciation out of the donor’s estate can result in
enormous tax savings.

EXAMPLE:
If an individual has $1 million available to give to his heirs, and the transfer tax
is a flat 25%, the individual can give his heirs either $800,000 during his lifetime or $750,000 at
death. If a lifetime transfer of $800,000 is made, the transfer tax is imposed at a rate of 25% of the
$800,000 actually given away. The tax is then $200,000 (25% of $800,000), and the total $1
million is transferred: $800,000 to the heirs and $200,000 to the government. If the individual waits
until death to transfer the same property, the estate tax is 25% of the $1 million available to be
transferred; the government then gets $250,000 (25% of $1 million) and the heirs are left with
$750,000. The tax rates are the same (as in our unified rate system), but the tax base is different.
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The only exception to the above illustration, showing
the advantage of the gift transfer, is a transfer that
occurs within three years of death. In such a case, the
39
gross estate includes the tax paid on the gift transfer.'
In the above example, if the $800,000 gift were made
within three years of death, the estate would include
the $200,000 gift tax paid, increasing the tax burden
by $50,000 (25% of $200,000). There would then be
no advantage to the gift transfer. This three-year rule
is designed to prevent a gift transfer, intended to take
advantage of the difference in the gift and estate tax
bases, when the donor expects death to occur shortly.

A significant issue when a taxpayer makes a
gift of an interest in a family business is how
to reduce the value of that interest. The
term “valuation discount” refers to the
practice of packaging the gift in a form that
will permit a qualified appraiser to value
the interest at less than its liquidation, or
net asset, value. For example, discounts
may be allowed for a transfer of a minority
interest and for the lack of marketability of
an interest.

Gifts to Minors or in Trust
Individuals frequently decide to transfer property to minors to either fund a specific need, such as college,
or to provide a good start in life to the donee. Transfers to trust by a grantor for the beneficial enjoyment of
another occur for a variety of reasons, including the lack of capacity of the donee (either age or mental or
physical incapacity), and the donee's lack of interest in managing property.
Transfers to trust or to minors can create problems in qualifying for the annual exclusion for gift
transfers, because the exclusion is available only if the donee has the present right to receive
enjoyment from the property.3940
Qualifying Transfers in Trust fo r the Annual Gift Exclusion
A trust is a form of ownership where one person, the trustee, holds legal title to property, and another,
the beneficiary, holds equitable or beneficial title. That is, the trustee has the power to administer the
property for the benefit of the beneficiary. Trusts have a grantor, or the person who sets up the trust and
transfers property, terms that describe how the trustee should administer the property, and, of course,
property to be administered.
If the trust terms permit the beneficiary to receive current enjoyment of property transferred to the trust,
then the annual exclusion may be available.41 More typically, the terms of the trust restrict the rights of the
beneficiary to currently receive the property transferred. To qualify for the annual exclusion, terms of such
a trust include a "Crummey" demand right, named for a well-known court decision.42

39 Section 2035(c).
40 Section 2503(b).
41 Section 2503(c).

42 Crummey, 397 F.2d 82 (9th Cir. 1968), which was accepted by the IRS in Revenue Ruling 73-405, 1973-2 CB 321.
The IRS has issued many private rulings permitting a Crummey power to qualify a transfer for the annual exclusion provided that
the withdrawal power lasts for at least 30 days and the power holder, or, in the case of a minor, his or her legal representative,
receives notice of the existence of the power.
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CHAPTER 6
A Crummey demand right gives the beneficiary of a trust a limited period of time to demand receipt of
property transferred to the trust for which the donor desires to qualify for the annual exclusion. This time
period is not set by law, but is typically set at 30 days because such a time period has been approved by the
IRS. During the 30-day period, the beneficiary can demand that the trustee distribute the property subject to
the demand right. If no such demand is made, the property remains in the trust, and the beneficiary has no
further right to demand the property other than as provided by the terms of the trust.
Crummey demand rights are often used when the beneficiary of the trust is a minor child. In such a case,
the minor child need not know that the right exists. Instead, notice of the demand right is given to the legal
guardian of the minor, who is often the same person who is transferring the property to the trust. This may
appear to create an illusory right, but the IRS approves of such an approach. The IRS does require,
however, that an annual notice of the power be given. That is, the IRS will challenge the annual exclusion
where the trustee gives a one-time notice with the power holder, or his or her representative, waiving the
right to future notice.
The gift-splitting election is not available when a Crummey power is used because the election is not fixed
until the Form 709 is filed, which will be after the lapse of the Crummey power.43
During the limited period that the beneficiary has the right to demand the property, he or she holds a
general power of appointment over the property subject to the demand right. When the demand right lapses
unexercised, the beneficiary has made a transfer that could create transfer tax consequences.

43 Letter Ruling 8022048.
44 During the period that the beneficiary has the power to appoint property to himself, he will be taxed on any income
attributable to trust property under §678(a)(1). It is also possible that the beneficiary will be taxed on income attributable to that
portion of the trust even after the withdrawal power has lapsed. The lapse of the withdrawal power may be a release under
§678(a)(2), which release shall treat that portion of the trust as a grantor trust with respect to the beneficiary.
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The CPA’s Basic Guide to Mergers and Acquisitions
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and Other Hedges
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This expertly written and easily understood book, based the best-selling CPE self-study course, takes the
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